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Acq. and Non-acq. 





Short Sales Again 
Sir: 


James A. Taylor, on page 2 of the Jan- 
uary issue, makes two comments on my 
discussion of the General Motors Corporation 
case [CCH Dec. 9587], 35 BTA 523 (1937). 
First, he notes that the stock was not bor- 
rowed from an affiliate. It appears that 
Dupont, a large stockholder of General 
Motors Corporation, owned a substantial 
block of that stock indirectly through Gen- 
eral Motors Securities Company, the “affil- 
iate.” On this assumption, I used the 
designation “affiliate” in the sense that the 
lender was not a stranger to General 
Motors Corporation. Actually, whether the 
lender was an affiliate or not is completely 
irrelevant to the point for which the case 
was cited—viz., that the “treatment ac- 
corded short sales . . . is not confined to 
speculative dealings on organized exchanges.” 
(Page 1035.) 


Second, Mr. Taylor quotes from the ma- 
‘ jority opinion of the Board as follows: 
“The analogy of a short sale falls because 
the borrowed shares were not used to ef- 
fectuate a sale or a covering purchase, but 
in perfecting a reorganization wherein gain 
or loss is not to be recognized.” Presum- 
ably, Mr. Taylor quotes this in refutation 
of my argument that the case applies the 
short-sale concept. I submit that he misses 
the point of the quotation. The short-sale 
analogy falls, not because (contrary to my 
statement) it is applicable only to specu- 
lative dealings on organized exchanges, but 
because there was no “sale or other ‘dis- 
position’ on which gain or loss is recog- 
nized.” (Page 1036.) In the same way, it 
might be said that the short-sale analogy 
would fall if T borrows stock and makes 
a gift thereof, or lends it to another. (Page 
1036.) But this fails to understand my 
points: (1) that in the presence of other 
like elements, including a taxable (“recog- 
nized”) disposition, the short-sale concept 


82 February, 1949 e TAX ES—The Tax Magazine 


will not be confined to speculative dealings 
on organized exchanges, for which I prop- 
erly cited the General Motors case; and (2) 
that the treatment accorded short sales of 
stocks, again provided all the essential ele- 
ments are present, should be applied to 
borrowings in foreign currency. 

SiwNeEY I, Roperts 
New York City 


Forfeiture of Appeal 
SIR: 

On page 831 of your September issue, 
in my article on procedure, I made the 
statement that the “right of appeal to the 
Tax Court is forfeited if the tax is paid 
before taking the case to the Tax Court.” 
This statement is sharply criticized by Leo 
A. Diamond on page 882 of the October 
issue. 

Perhaps my statement and Mr. Dia- 
mond’s criticism thereof should be re- 
examined in the light of the recent decision 
of the Tax Court in Stanley A. Anderson 
[CCH Dec. 16,692], 11 TC —, No. 102. 
If the total amount of the tax liability has 
been paid before appealing to the Tax 
Court, the deficiency has disappeared, and 
it may be that there is nothing upon which 
the determination of the court can effec- 
tively operate. I did not state that the Tax 
Court is ousted from its jurisdiction if the 
deficiency is paid after the court acquires 
jurisdiction, but that the right of appeal to 
the Tax Court is forfeited if the tax is paid 
“before taking the case to the Tax Court.” 
It is my view that there must be an exist- 
ing unpaid deficiency at the time the ap- 
peal to the court is taken. 

StpNEY B. GAMBILL 
PITTSBURGH 


Privileged Communications 
SIR: 

In the friendly spirit of service and clari- 
fication I would like to make some obser- 


(Continued on page 158.) 
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Tax=-Wise 


Taxes... 
Tax People... 
Things Taxed... 





Meetings of Tax Men 


Illinois—The Federal Bar of Chicago will 
present a series of eight lectures (once a 
week for eight weeks) on the various aspects 
of planning relative to income, estate and 
gift taxes. “Emphasis will be placed upon 
the potential savings to the taxpayer.” The 
lectures will cover the following subjects: 
“The Purchase and Sale of Securities,” by 
Francis H. Uriell, attorney of Pope and Bal- 
lard, Chicago; “Real Estate Problems,” by 
Sidney U. Hiken, attorney of Gottlieb, 
Schwartz & Friedman, Chicago; “Tax As- 
pects of Estate Planning,” by David Altman, 
attorney, Chicago; “Tax-Accounting Prob- 
lems in Business Operations,” by Jackson 
L. Boughner, CPA of George Rossetter & 
Company, Chicago; “Minimizing Income 
Taxes,” by Harold C. Wilkenfeld, attorney 
of Wilkenfeld and Harris, Chicago; “Fed- 
eral Tax Practice and Procedure,” by Daniel 
A. Taylor, attorney, Chicago; “Forms of 
Business Organization,” by William N. 
Haddad, attorney of Bell, Boyd & Marshall, 
Chicago; and “Tax Problems Arising from 
Domestic Relations,” by George L. Weis- 
bard, CPA of Berman, Payne, Weisbard & 
Hirsch, Chicago. 


All lectures will be given in the lecture 
hall of the, John Marshall Law School, 315 
Plymouth Court, beginning at 6:30 p. m. 
The fee for the eight lectures is $30. Reg- 
istrations should be sent to the Federal Bar 
Association, 1300 Board of Trade Building, 
Chicago 4, Illinois. 


Michigan.—E. M. Elkin, general tax at- 
torney for Westinghouse Electric Corpora- 
tion, Pittsburgh, Pennsylvania, will speak on 
the subject of “The Problems of Federal 
Spending and Taxing,” on February 17 at 
the meeting of the Detroit Chapter of the 
National Association of Cost Accountants. 

Mr. Elkin has been engaged in tax work 
for more than twenty-five years, and is 
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director of the Pennsylvania State Chamber 
of Commerce. He is also chairman of the 
Committee on Taxation for Government 
Expenditures of the Pennsylvania State 
Chamber of Commerce; chairman of the 
Federal Finance Committee of the Council 
of State Chamber of Commerce; vice-presi- 
dent of the Pennsylvania Economy League, 
Inc.; chairman of the Tax Advisory Com- 
mittee, Joint State Government Commission, 
Pennsylvania General Assembly; member of 
the State Affairs Committee, Pittsburgh 
Chamber of Commerce; and member of the 
Planning Committee, Institute on Taxation, 
Pennsylvania State College. 

The Detroit Chapter of Tax Executive 
Institute, Inc. and the Michigan Association 
of Certified Public Accountants have also 
been invited to hear Mr. Elkin. 


New York.—The first tax symposium of 
the Federal Bar Tax Institute for the 1949 
season was held in New York, Wednesday 
evening, January 12, 1949, the Honorable 
Matthew T. Abruzzo, United States District 
Court Judge, presiding. William J. Casey, 
Esq., chairman of the Board of Editors of 
the Research Institute of America, Inc., dis- 
cussed “Tax Factors in the Use or Sale of 
Patents and Copyrights,” and Milton 
Young, Esq., chairman of the Tax Planning 
Clinic at the Practicing Law Institute, dis- 
cussed “Income Tax Consequences of Stock- 
holders’ Agreements.” 

The Tax Institute has just concluded a 
three-day symposium, conducted at the 
Hotel Pennsylvania in New York, on in- 
come tax administration. The conference 
was a unique one and represented the most 
comprehensive attempt yet made to focus 
attention on this relatively neglected sub- 
ject. More than fifty distinguished par- 
ticipants from the fields of government, 
business, law, accountancy and the universi- 
ties took part in the symposium. 
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J. K. Lasser was elected president. Other 
newly-elected officers of the Institute are 
Robert S. Ford, University of Michigan, 
first vice-president; Joseph D. Hughes, 
T. Mellon & Sons, second vice-president; 
and Kenneth Perry, Johnson & Johnson, 
treasurer. 


Weston Vernon, Jr., of the New York 
law firm of Milbank, Tweed, Hope & Had- 
ley, and K. M. Williamson, professor of 
public finance, Wesleyan University, have 
just been elected to the Board of Directors. 
Newly-elected members of the Advisory 
Council are Thomas C. Atkeson, asssitant 
to the Commissioner of Internal Revenue; 





Gift Tax Problems,” by Neil Conway, Wis- 
consin Inheritance Tax Counsel; “Sources 
of Dividends Paid Under Wisconsin Privi- 
lege Dividend Tax Law,” by Harry W. 
Harder, director of the Wisconsin Corpora- 
tion Income Tax Division; “Separate Ac- 
counting v. Apportionment,” by Arthur B. 
Barber, tax counsel; “Trends in State Sales 
and Use Taxation,” by R. D. Sturtevant, 
general counsel for the Jewel Tea Company, 
Inc., Barrington, Illinois; “Income Tax 
Changes Under Revenue Act of 1948,” by 
Troy G. Thurston, CPA for the George S. 
Olive Company, Indianapolis, Indiana; 
“Current Developments Under Sections 102 














Norris Darrell, Sullivan & Cromwell; and 722 of Internal Revenue Code,” by ( 
C. Emory Glander, Tax Commissioner, Percy W. Phillips, senior partner in the 
Ohio; Alan L. Gornick, Ford Motor Com- firm of Ivins, Phillips & Barker, Washing- 
pany; Archie D. Gray, the Gulf Companies; tO”, D. C.; and “Fraud in Federal Tax t 
M. H. Harris, Utah Taxpayers Association; Cases,” by Joseph S. Platt, senior partner ( 
Clarence Heer, University of North Caro- in the firm of Burr, Porter, Stanley & Tref- 1 
lina; Harold L. Henderson, Minnesota In- finger, Columbus, Ohio. 1 
stitute of Governmental Research; John M. The last address of the meeting was given } 
Hudson, counsellor at law, Detroit; I. M. by Chester A. Bennett, administrative as- t 
Labovitz, United States Bureau of the sistant in the Practice and Procedure Divi- ' 
Budget; George W. Mitchell, Federal Re- gion of the Income Tax Unit, Washington, . 
serve Bank of Chicago; Paul Norton, the p. C., who spoke on “Administrative Prob- 
Case Crane & Kilbourne Jacobs Company; Jems Under Federal Income Tax Law.” In f 
Frank A. Storey, secretary, State Board of his analysis of Section 276(b) of the In- t 
Fiscal Control, Arkansas; William A. ternal Revenue Code, Mr. Bennett said: t 
Sutherland, Sutherland, Tuttle & Brennan; ei 2 ‘ 
and C. L. Turner, Turner, Crook & Zebley. Section 276(b) of the Internal Revenue : 
The Federal Tax Forum, Inc., of New Code authorizes the Commissioner and a I 
York announces that State "Tax Night, an ee a ys Hg ee ee i 
unusually successful feature of its annual 378 of — idee tee 1 eaplorictr tae at tek f 
program, will be held this year on Thursday, f nti oe 1 
April 7, at the Hotel Roosevelt, Madison to make the assessment after such time a 
Avenue and 46th Street, New York. The prior to the expiration of the period agreed 
featured speaker will be Mr. C. Emory = Treasury Department Form 872 is f 
Glander, State Tax Commissioner of Ohio the form prescribed for the agreement. 
and president of the National Association “The general policy of the Bureau is to 
of Tax Administrators, and the guest of avoid the seeking or acceptance of such 
honor will be Spencer Bates, chairman of | agreements wherever such action is possi- 
the New York State Tax Commission. Tax ble consistent with making proper determi- ' 
officials from many other states have also’ nations of tax liabilities. Internal revenue 
been invited to attend. Tickets for this agents in charge are expected to complete I 
meeting, including dinner, will be $10 and the examination of income tax returns with- ( 
may be procured by writing to the secretary in 15 months from the statutory date for [ t 
of the Forum, Miss Eugenia Reynolds, 902 the filing of the returns. .. . The execution t 
Broadway, New York 10, New York. of these agreements is authorized by law in | ' 
Wisconsin—The Wisconsin Society of the interest of a fair and equitable adminis- | 
Certified Public Accountants held its tration of the revenue statutes. Congress 
Twelfth Annual Tax Clinic at the Elks Club, intended that they be executed where neces- 
Milwaukee, on Friday,-December 10, 1948. sary in the interest of the protection of 
The various aspects of taxation discussed rights of taxpayers, as well as for the pro- | s 
were as follows: “Wisconsin Inheritance and _ tection of the interests of the Government.” [ 
a 
$$$. z 
p q 
p 
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The Budget 
and Mr. Pace 
New Supreme Court Doctrines 


Washington Tax Talk 





Our Cover 


On this month’s cover we carry the pic- 
ture of Frank Pace, Jr., the new Director 
of the Budget—that all-important Bureau 
which aided the President in the budget 
message he sent to Congress on January 10, 
calling for a record blank check of $41.9 
billion, when Bureau estimates under exist- 
ing law ‘predicted revenue receipts some 873 
million short of that amount. 


The Bureau of the Budget is not a new 
government bureau, as many think, but one 
that has assumed increasing importance in 
the last few years. It is the refinery of the 
expense budgets of the other departments 
of the government; it takes the raw mate- 
rial from all departments and processes it 
into the high octane product which Con- 
gress received on January 10, 1949, about 
which the President said: 


“Under the laws of our country, the Bud- 
get, when approved by the Congress, be- 
comes the plan of action for the Federal 
Government. It thus embodies decisions of 
tremendous importance, particularly in these 
times, to the American people and to the 
entire world. 


“To support this program, the Budget 
provides for expenditures of 41.9 billion 
dollars for the fiscal year 1950, about 1.7 
billion dollars above the requirements for 
the present year. Under existing law and 
with continuing high levels of economic ac- 
tivity, revenues for the fiscal year would be 
41 billion dollars. This would result in an 
estimated deficit of 873 million dollars. 


“In a period of high prosperity it is not 
sound public policy for the Government to 
operate at a deficit. A Government surplus 
at this time is vitally important to provide 
a margin for contingencies, to permit re- 
duction of the public debt, to provide an ade- 
quate base for the future financing of our 
Present commitments, and to reduce infla- 


Washington Tax Talk 








tionary pressures. I am, therefore, recom- 
mending new tax legislation to raise revenues 
by 4 billion dollars. Because of the normal 
lag in the collection of taxes, however, tax 
receipts in the fiscal year 1950 would be con- 
siderably less.” ; 


The need for a central agency to co- 
ordinate the budgetary requirements of a 
growing government arose from the dissatis- 
faction with the appropriation method of ob- 
taining money from Congress. The first 
step to meet this need was taken with the 
passage of the Budget and Accounting Act 
of 1921. This act placed the responsibility 
of correlating the estimated expense require- 
ments of the many departments of the gov- 
ernment on the President, who discharges 
this responsibility through the Bureau. 


Prior to the establishment of the Budget 
Bureau under the direction and control of 
the President, expense control was handled, 
if at all, by the appropriation committees 
of Congress. The growth of government 
bureaus and the increase in the complexity 
of the over-all budget proved more than 
Congress could effectively handle. It was 
not, however, until the passage of the Leg- 
islative Reorganization Act in 1946 that the 
importance of the Bureau in budgetary con- 
trol was realized. Now, under this act, the 
Appropriations Committee, the House Ways 
and Means Committee and the Senate Fi- 
nance Committee meet jointly to consider 
the over-all budget and make their recom- 
mendations by February of each year. 


The procedure, pretty well worked out 
by the Bureau, calls for the estimates of 
expense from the other departments for 
the fiscal year beginning July 1 to be in 
the hands of the Bureau by September 15 
of each year. The budget of each depart- 
ment is then reviewed by the Board of Re- 
view (within the Bureau) which makes the 
final decision as to the amount to be re- 
quested. This is put into the consolidated 
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A semi-general view of the House Chamber as President Truman reveals the state 


of the Union to a joint session of Congress. 


budget, which is submitted to the President 
for approval or revision, Each department 
is then notified of the amount agreed upon 
and must be prepared to defend this figure 
when its program comes up for review be- 
fore Congress. 


In format the Budget is the size of a met- 
ropolitan telephone directory. In contents it 
is still so complex as to be intelligible only 
to those few who have been dealing with 
it for many years—and Congressmen, it 
seems, are the first to realize this fact. 
According to the New York Trust Com- 
pany’s publication, The Index, one Congress- 
man said: “The great bulk of the Senators 
and Representatives hoist the thing to the 
top of the shelf on the chance that they 
might refer to it sometime, which in my 
case has never happened. This is not be- 
cause of indifference or inertia. We simply 
do not have the time to meet the expecta- 
tions of the budget enthusiasts. Only by 
chance, do we know the facts behind, the 
figures. We feel lost in a deluge of dollars.” 


It is a pretty safe bet, though, that the 
man who does know the facts behind his 


figures is Frank Pace, Jr.—also, those who 
work under him. 


Congress Invited to Upset 


The United States Supreme Court has 
just held that (1) the doctrine established 
by May v. Heiner (that pre-1931 transfers 
with only income retained are not taxable) 
is incorrect, and (2) transfers subject to a 
remote possibility of reverter by operation 
of law are taxable. 


The questions in both cases were orig- 
inally substantially the same, i. e., whether 
transfers subject to a remote possibility of 
reverter are taxable. 


In the first case, Commissioner v. Estate 
of Francois L. Church, the decedent had re- 
tained the income for life, and this was a 
right in’addition to the remote possibility of 
reverter. The court took the opportunity 
presented to hold that the retention of in- 
come made decedent’s transfer taxable. It 
pointed out that its previous decisions in 
Helvering v. Hallock and allied cases ovet- 
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Behind the President are Senator McKellar, President of the Senate, and Speaker of 


the House Rayburn. 


ruled the doctrine of May v. Heiner and Has- 
sett v. Welch. It refused to allow the doctrine 
of stare decisis to bar its findings. 


In Estate of S. M. Spiegel v. Commissioner, 
the Court extended the doctrine of Helver- 
ing v. Hallock to apply to remote possibilities 
of reverter by operation of law. Decedent 
had transferred property in trust in 1920. 
He gave the income to his three children, 
their issue or the survivors, with the re- 
mainders distributable to the same bene- 
ficiaries at decedent’s death. The Court 
held the transfers taxable as transfers in- 
tended to take effect at death. because of 
avery remote possibility that decedent might 
survive all the beneficiaries and reacquire 
the trust corpus. 


Dissenting in the Church case were Mr. 
Justice Burton, Mr. Justice Reed and Mr. 
Justice Frankfurter. Dissenting in the Spiegel 
case were Mr. Justice Jackson, Mr. Justice 
Frankfurter and Mr. Justice Burton, who 
Said in his dissenting opinion: 


Washington Tax Talk 


“Today’s decision adds to the difficulties 
in this troubled field of estate tax law. It 
may, however, serve a good purpose if it 
leads to a simultaneous consideration by 
Congress of the related fields of income, 
gift and estate taxation in connection with 
the creation or transfer of future interests. 


“At least five alternative proposals have 
been presented to us for the solution of this 
case. The first calls for the reversal of Rein- 
ecke v. Northern Trust Co. [1 uste ¥ 347], 
278 U. S. 339 and a decision against the tax- 
payers. The second calls for the extension to 
this case of the doctrine of Helvering v. 
Clifford [40-1 ustc 9 9265], 309 U. S. 331 
and a remand to determine further facts. 
The third, fourth and fifth follow existing 
precedents more closely. Each recognizes 
that, if no possibility of a reverter arose in 
favor of the settlor, by operation of law, 
under the trust instrument before us, the 
property thereby placed in trust is not re- 
quired by § 811 (c) of the Internal Revenue 
Code to be included in the gross estate of 
the settlor .. .” 
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ESTIMATED 
The chart above compares the percentage 
of the U. S. budget needed by various de- 
partments for the years 1948, 1949 and 1950. 
Note that for 1950, national defense will 
take 14.3 per cent of the total, compared 
with 11.8 in.1949. On the other hand, ex- 
penditures for veterans and international 
financing will decrease. The chart below 
shows who provides the tax dollars and 
how they are redistributed. 
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In his dissenting opinion Mr. Justice 
Frankfurter said: “By fitting together my 
agreement with portions of the dissenting 
concurrence and my disagreement with a 
part of the comprehensive dissenting opin- 
ions of my brother Burton, I could indicate, 
substantially, my views of these cases. But 
such piecing together would make a Jo- 
seph’s coat. Therefore, even at the risk of 
some repetition of what has been said by 
others, a self-contained statement on the 
basic issues of these cases will make for 
clarity. Particularly is this desirable where 
disharmony of views supports a common 
result—a result the upsetting of which by 
Congress is almost invited. 

“The short of the matter is this. More 
than eighteen years ago this Court by a 
unanimous ruling found that Congress did 
not mean to subject a trust corpus trans- 
ferred by a decedent in his lifetime to the 
estate tax imposed by the Revenue Act of 
1918 merely because the settlor had reserved 
the income to himself for life. May v 
Heiner [2 ustc 7519], 281 U. S. 238. At 
the earliest opportunity, in three cases hav- 
ing minor variations but presenting the same 
issue, the Treasury invited the Court’s re- 
consideration of its decision. But the Court 
after having had the benefit of comprehen- 
sive briefs and arguments by counsel 
specially competent in fiscal matters, unani- 
mously adhered to its ruling in May v. 
Heiner. Burnet v. Northern Trust Co. [1931 
CCH 9163], 283 U. S. 782; Morsman v. 
Burnet [1931 CCH { 9164], 283 U. S. 783; 
McCormick v. Burnet [1931 CCH {9165}. 
283 U. S. 784. These decisions, now cast 
aside, were shared in by judges of whom 
it must be said without invidiousness that 
they were most alert in recognizing the 
public interest and resourceful in protecting 
it. There were brave men before Agamem- 
non. If such a series of decisions, viewed 
in all their circumstances, as that which 
established the rule in May v. Heiner, is to 
have only contemporaneous value, the wisest 
decisions of the present Court are assured 
no greater permanence.” 


American Dental Case Yanked 


In the Jacobson case, decided by the Su- 
preme Court on January 17, 1949, an indi- 
vidual maker of bonds who purchased them, 
either directly or through agents, from 
bondholders at less than their face value, 
was required to include in gross income the 
difference between the face amount of the 
bonds and the sum paid by the maker for 
their purchase. The maker was solvent both 


(Continued on page 159.) 
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HE PEOPLE of the United States 

are the most life insurance conscious of 
all the nations of the world. The mainte- 
nance of life insurance here has long since 
become a social duty, voluntarily assumed 
and conscientiously continued, even at the 
price of personal sacrifice. In this country, 
there are seventy-five million policyholders 
upon whose lives there is in force a total 
of $190 billion dollars of insurance. When 
we relate these figures to the total popula- 
tion of the country, it is apparent at once 
how vital life insurance has become to the 
welfare of the nation. Therefore, the tax- 
ation of the proceeds of life insurance 
touches the well-being and security of a 
large segment of our people and commands 
wide interest. 

The proceeds of insurance upon the life 
of a decedent are includible in the gross 
estate for federal estate tax to the extent 
of the amount receivable (1) by the execu- 
tor (Code Section 811(g) (1)); or (2) by 
any other beneficiary for the benefit of the 
estate (Regulations 105, Section 81.26); or 
(3) to the extent of the amount receivable 
by all other beneficiaries from (a) policies 
purchased with premiums paid directly or 
indirectly by the decedent in the propor- 
tion that the amount so paid by the dece- 
dent bears to the total premiums paid or 
(b) policies with respect to which the dece- 
dent possessed at his death any of the 
incidents of ownership, exercisable either 
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alone or in conjunction with another per- 
son (Code Section 811(g) (2) ). In deter- 
mining the proportion of the premiums or 
other consideration paid directly or in- 
directly by the decedent, the amount so 
paid on or before January 10, 1941, is ex- 
cluded if the decedent at no time after 
that date possessed any incidents of owner- 
ship in the policy. (See Section 404(c) of 
the 1942 Revenue Act.) Further, for the 
purposes of the premium-payment test, (a) 
above, if the decedent transferred a policy 
of insurance for value, the amount paid 
directly or indirectly by him must be re- 
duced by an amount which bears the same 
ratio thereto as the consideration in money 
or money’s worth received by the decedent 
for the transfer of the policy bears to the 
value of the policy at the time of the 
transfer. 


For the purposes of the incidents-of- 
ownership test, (b) above, the term “inci- 
dents of ownership” does not include a 
reversionary interest. (Code Section 81] 
(g) (2).) However, for purposes of the 
payment of premiums ( (a) above) prior to 
January 10, 1941, a reversionary interest is 
an incident of ownership. (Regulations 
105, Section 81.27.) 


These provisions govern the federal estate 
taxation of insurance proceeds on the life 
of a decedent who died after October 21, 
1942. (Section 404(c), 1942 Revenue Act.) 
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Proceeds of insurance policies on the life 
of a decedent resident in a community- 
property state who died after October 21, 
1942, and on or before December 31, 1947, 
were includible in the gross estate to the 
extent of the premiums or other consider- 
ation paid with property held as community 
property by the insured and the surviving 
spouse, except such part thereof as could 
be shown to have been received as com- 
pensation for personal services actually ren- 
dered by the surviving spouse or derived 
originally from such compensation or from 
separate property of the surviving spouse. 
The term “incidents of ownership” included 
incidents of ownership possessed by the 
decedent at his death as manager of the 
community. (Code Section 81l(g) (4).) 
This provision taxing the proceeds of in- 
surance on the life of a decedent resident 
in a community-property state was repealed 
by Section 351 of the 1948 Revenue Act 
with respect to estates of decedents dying 
after December 31, 1947. 


Creation of Marital Deduction 


The 1948 Revenue Act did not change 
the concept of property includible in the 
gross estate for federal estate tax except 
in the case of community property. Pro- 
ceeds of life insurance which would form 
part of the gross estate prior to the enact- 
ment of the 1948 Revenue Act continue to 
be includible after its passage. 


The 1948 Revenue Act,. however, intro- 
duced into the federal tax system, for the 
first time, a new concept—the marital deduc- 
tion. (Code Section 812(e).) Under this 
provision, the estate of a citizen or resident 
of the United States has been granted an 
additional deduction, in computing the net 
estate, for any interest in property which 
passes or has passed from the decedent 
to his surviving spouse, but only to the 
extent that such interest is included in 
determining the value of the gross estate. 
(Code Section 812(e) (1) (A). See also pro- 
posed Regulations 105, Section 81.47 b (b).) 


For the purposes of the amendments, 
an interest in property is considered as 
passing from the decedent to his surviving 
spouse if: 


“(A) such interest is bequeathed or de- 
vised to such person by the decedent; or 

“(B) such interest is inherited by such 
person from the decedent; or 


““(C) such interest is the dower or curtesy 
interest (or statutory interest in lieu there- 


of) of such person as surviving spouse of 
the decedent; or 


“(D) such interest has been transferred 
to such person by the decedent at any 
time; or 

“(E) such interest was, at the time of 
the decedent’s death, held by such person 
and the decedent (or by them and any 
other person) in joint ownership with right 
of survivorship; or 


“(F) the decedent had a power (either 
alone or in conjunction with any person) 
to appoint such interest and if he appoints 
or has appointed such interest to such 
person, or if such person takes such interest 
in default upon the release or nonexercise 
of such power; or 


“(G) such interests consist of proceeds of 
insurance upon the life of the decedent 
receivable by such person.” 


(Code Section 812 (e) (3). See also pro- 
posed Regulations 105, Section 81.47a(b).) 


The amount of the marital deduction 
cannot exceed fifty per cent of the value of 
the adjusted gross estate. (Code Section 
812(e) (1) (H); proposed Regulations 105, 
Section 81.47(d).) 


The adjusted gross estate is also a new 
concept. It is computed by subtracting 
from the entire value of the gross estate 
the aggregate amount of the deductions 
allowed by Section 812(b) of the Internal 
Revenue Code. (Code Section 812(e) (2) 
(A); proposed Regulations 105, Section 
81.47(d).) These deductions include (1) 
funeral expenses, (2) administration expen- 
ses, (3) claims against the estate, (4) un- 
paid mortgages and (5) amounts required 
and actually expended during the settle- 
ment of the estate for the support of those 
dependent upon the decedent. The deduc- 
tion for claims, unpaid mortgages and in- 
debtedness is limited to the extent of the 
value, at the time of the decedent’s death, 
of the property which is subject to claims 
and which would bear the burden of the 
payment of such deductions in the final settle- 
ment of the estate. (Code Section 812(b).) 


Special Rule 


The 1948 Revenue Act provides a special 
rule for computing the adjusted gross estate 
if the decedent and his surviving spouse 
at any time held property as community 
property. In such cases, the adjusted gross 
estate is determined by subtracting from 
the entire value of the gross estate (1) the 
value of property held as community prop- 
erty by the decedent at the time of his 
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death; (2) the value of the property trans- 
ferred by the decedent during his lifetime 
if at the time of the transfer the property 
was held as community property; (3) the 
amount receivable as insurance under policies 
upon the life of the decedent, to the extent 
that the premiums were paid out of prop- 
erty held as community property; (4) prop- 
erty held as community property which, 
during the calendar year of 1942, or after 
the enactment of the 1948 Revenue Act 
(April 2, 1948), was converted, by the dece- 
dent and his surviving: spouse, into separate 
property. (Code Sections 812(e) (2) (B), 
812(e) (2) (C).) These rules do not apply 
to community property the entire value 
(and not merely one half) of which would 
be includible in the gross estate. (Code 
Section 812(e) (2).) They would not apply, 
for example, to proceeds of life insurance 
policies on which premiums were paid en- 
tirely by the decedent from pre-1927 Califor- 
nia community property. (Proposed Regu- 
lations 105, Section 81.47(d).) 


The effect of the repeal of the community- 
property provisions inserted by the 1942 
Revenue Act, and of the special rule of 
the 1948 Revenue Act for computing the 
adjusted gross estate where community 
property is involved, is to restore the inci- 
dence of taxation of such property for 
federal estate and gift tax purposes to that 
which prevailed prior to October 21, 1942, 
the date of the enactment of- the 1942 
Revenue Act. 


Incidents of Ownership 


Prior to the enactment of Code Section 
811(g) (4), the Supreme Court of the United 
States, in Lang v. Commissioner [38-1 ustc 
19308], 304 U. S. 264 (1938), refused to 
include in the gross estate the entire pro- 
ceeds of a policy of insurance on the life 
of the decedent the premiums on which 
had been paid from community funds. At 
that time the premium-payment test pre- 
vailed for determining the taxability of 
life insurance proceeds for estate tax pur- 
poses. The Court decided that one half of 
the proceeds represented the portion of the 
premiums paid by the decedent and, there- 
fore, that one half of the proceeds were 
includible in the gross estate. The Court 
declined to consider the “incidents-of-owner- 
ship” test because the insured died before 
that test was promulgated by the Treasury. 


Later, in DeLappe v. Commissioner [40-2 
Uste J 9551], 113 F. (2d) 48 (CCA-5, 1940), 
the decedent (the husband) had died a 
resident of Louisiana, a community-prop- 
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erty state, after the change in the Regu- 
lations which made incidents of ownership 
the test of taxability. Until his death, the 
decedent had the power to change the bene- 


ficiary of the policies. The court stated 
that the husband’s powers were vested in 
him as agent of the community and not as 
owner. Therefore, the incidents of owner- 
ship which he had could not be used to 
compel inclusion of the total proceeds in 
his gross estate. 


When Congress, by Section 404(a) of the 
1942 Revenue Act, inserted Section 811(g) 
(4) into the Internal Revenue Code, the 
last sentence of that section apparently was 
intended to overcome this interpretation of 
the husband’s powers over the community 
property. It specifically stated: “. . . the 
term ‘incidents of ownership’ includes inci- 
dents of ownership possessed by the dece- 
dent at his death as manager of the com- 
munity.” 


The 1948 Revenue Act repealed all the 
community-property provisions inserted 
into the Code by the 1942 Revenue Act 
amendment. Thus, the taxability of com- 
munity property and life insurance proceeds 
for estate and gift tax purposes in com- 
munity-property states was restored to its 
pre-1942 status. In reliance upon the Lang 
and DeLappe cases, it would seem that the 
retention of the incidents of ownership by 
the decedent as manager of the community 
would not be sufficient to cause the total 
proceeds of such insurance to be includible 
in the gross estate by reason alone of the 
decedent’s powers as manager of the com- 
munity. These powers are enjoyed by him 
as agent for the community, and not in his 
own right as owner. 


Realistic Approach 


A realistic approach to the problem should 
find a more equitable rule. The powers of 
the husband over community property 
under local law should be examined. In 
those states where his right to deal with 
the community property is virtually equiva- 
lent to that of an owner, the taxability of 
life insurance proceeds at his death should 
be determined by the actual control and 
power which he had over the policy during 
his lifetime. (See also Surrey, “Federal 
Taxation of the Family—The Revenue Act 
of 1948,” Harvard Law Review, July, 1948, 
page 1120, note 91.) 


For all practical purposes, the disposition 
of this question, while it would add to the 
fund of academic knowledge, would not 
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increase the revenue of thé federal govern- 


ment. If the taxability of life insurance 
proceeds should be determined by holding 
that the incidents of ownership in the policy 
exercisable by the husband were held by 
him as agent for the community, in accord- 
ance with the pre-1942 law, only one half 
of the proceeds would be includible in his 
gross estate at his death. The life insur- 
ance proceeds thus held as community prop- 
erty would be subtracted from the gross 
estate in arriving at the adjusted gross 
estate, and would therefore not be available 
for the marital deduction. (See Code Sec- 
tion 812 (e) (2) (B).) On the other hand, 
if the question should be disposed of by 
attributing to the decedent as his own all 
of the incidents of ownership which he 
enjoyed during his lifetime as manager of 
the community, the proceeds of such life 
insurance policies would form part of the 
gross estate and would be available for 
the marital deduction under Section 812 
(e) (2) (B). As a result, one half of the 
proceeds also would escape federal estate 
taxation if their disposition qualified for the 
marital deduction. The federal revenues 
would not be likely to be increased in 
either event. 


There is, however, this possibility as the 
statute now reads. Where the insured 
individually held the incidents of owner- 
ship but paid premiums from community 
funds (only one half of which if not so 
used would have been includible in the 
insured’s gross estate), the entire proceeds 
would form part of the gross estate. Never- 
theless, the proceeds would be deducted 
from the adjusted gross estate, and would 
be unavailable for the marital deduction. 
(See Code Section 812(e) (2) (B).) 


Proposals of Revision Bill 


The issue becomes important in view of 
the proposed change in the taxation of life 
insurance by Section 203 of the 1948 Reve- 
nue Revision Bill, which was passed by the 
House of Representatives but was not acted 
upon by the Senate before the Ejightieth 
Congress adjourned. Under the revision 
bill, the federal estate taxation of life insur- 
ance proceeds would depend solely upon 
whether or not the decedent owned the 
incidents of ownership in the policy at the 
time of his death. The premium-payment 
test would be abandoned. The status of 
incidents of ownership in life insurance 
policies in community-property _ states 
would continue to be the center of a tax 
controversy unless Congress specifically 


declared what effect the incidents of owner- 
ship in the policy held by the decedent, 
as manager of the community, would have 
upon its taxability. There should be no 
difficulty in this. Under Section 811(g) 
(4), added by the 1942 Revenue Act, Con- 
gress clearly stated that such incidents of 
ownership by the manager of the com- 
munity were to be treated as incidents of 
ownership which would subject the total 
proceeds to estate taxation. In the revi- 
sion, should it be enacted, Congress could 
either re-enact or reject this provision. The 
fate of the proposed provision is doubtful 
in view of the political complexion of the 
Eighty-first Congress. 


The marital deduction allowed for federal 
estate tax by the 1948 Revenue Act creates 
no rights in a surviving spouse residing 
in a common-law state to any portion of 
the property owned by the decedent during 
the latter’s lifetime. Insofar as community- 
property states are concerned, the basic 
ownership rights of property owned by 
either spouse are not disturbed or altered 
in any manner by the marital deduction. 


The value of the interest in property 
passing to the surviving spouse for which 
a marital deduction is allowed must be 
reduced by (1) any federal estate tax or 
any inheritance or state tax imposed if 
the tax diminishes the value of the interest 
passing to such spouse, and (2) the amount 
of any encumbrance against such property 
or any obligation with respect to such 
interest imposed by the decedent upon the 
surviving spouse. (Code Section 812(e) (1) 
(E); proposed Regulations 105, Sections 
81.47c(b), 81.47c(c).) 


Interests Available for Deduction 


In order to entitle the decedent’s estate 
to the marital deduction, the transfer must 
be outright to the surviving spouse or in 
the form of the legal equivalent of an out- 
right transfer which would make such 
spouse the virtual owner of the property. 
The surviving spouse must be given the 
absolute right to dispose of the interest 
received from the decedent, either during 
her life or at her death. It is sufficient 
if under local law the interest the surviving 
spouse receives may be bequeathed or de- 
vised by her to whomsoever she pleases or, 
in the event of her intestacy, will pass to 
her heirs or next of kin. (Proposed Regu- 
lations 105, Section 81.47a(b) (2).) 

If the interest received by the surviving 
spouse from the decedent (1) is terminable 
upon the lapse of time, upon the occurrence 


92 February, 1949 e TAX ES— The Tax Magazine 














it, 
ve 
no 


g) 
n- 


tal 
vi- 


‘he 
ful 
the 


ral 
tes 
ing 

of 
ing 
ity- 
ASIC 


red 


arty 
lich 

be 
- or 
lt 
rest 
unt 
erty 
such 

the 

(1) 


ions 


state 
nust 
yr in 
out- 
such 
erty. 
the 
erest 
iring 
cient 
iving 
r de- 
Ss OF, 
ss to 
tegu- 


iving 
nable 
rence 


azine 





of some event or contingency or upon the 
failure of such event or contingency to 
occur, and (2) passes upon the termination 
to any person who may possess or enjoy 
it, other than the surviving spouse or the 
estate of such spouse, the marital deduction 
will not be allowed. (Code Section 812 
(e) (1) (B).) Such an interest is known 
as a “terminable interest.” (Proposed Regu- 
lations 105, Section 81.47b(d).) 


Thus, for example, if the decedent by 
his will leaves Blackacre to his wife for 
life with the remainder to X upon her death, 
the wife’s interest is a terminable interest, 
which upon her death would pass to another 
person who would enjoy it, and the marital 
deduction would not be allowed. 


Exceptions to 
Terminable-Interest Rule 


Three exceptions to the terminable-in- 
terest rule were created by the 1948 Rev- 
enue Act: 


(1) Common disaster or survival: Where 
the interest passing to the surviving spouse 
will terminate or fail if her death occurs 
within a period not exceeding six months 
after the decedent’s death, or if her death 
and the death of the decedent occur as a 
result of a common disaster, and where 
such termination or failure does not in fact 
occur, the interest passing to the spouse 
will nevertheless qualify for the marital 
deduction. (Code Section 812(e)(1)(D); 
proposed Regulations 105, Section 81.47b.) 


(2) Trusts: An interest in property trans- 
ferred in trust from the decedent to his 
surviving spouse may be applied towards 
the marital deduction if the terms of the 
trust meet the requirements of Code Sec- 


tion 812 (e) (1) (F). The conditions are 
as follows: 


(a) The surviving spouse must be entitled 
for life to all the trust income, which 
must be distributed annually or at more 
frequent intervals. Thus, trusts under 
which the income is to be accumulated, or 
may in the discretion of the trustee be 
accumulated and not distributed, will not 
qualify for the marital deduction. 


(b) The surviving spouse must have the 
power, either during life or at death, or 
both, to appoint the entire corpus free of 


the trust to herself or in favor of her 
estate. 


(c) The surviving spouse must have the 


right to exercise this power alone and in 
all events. 
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(d) If any person other than the sur- 
viving spouse has the power to appoint 
any part of the trust corpus, such power 
must be exercisable only in favor of the 
surviving spouse. 


If the transfer in trust satisfies the above 
requirements, it will still qualify for use 
as part of the marital deduction, notwith- 
standing the inclusion of the following 
additional provisions: 


(a) If the power given the surviving 
spouse is exercisable only at her death, the 
trust is not disqualified merely because 
she also has the power to invade only part 
of the corpus during her lifetime. 


(b) The fact that the corpus of the 
trust, upon the failure of the surviving 
spouse to exercise the power of appoint- 
ment, is to pass to the decedent’s children 
does not disqualify the trust. 


(c) It is not necessary that the trust 
continue until the death of the surviving 
spouse. The trust may terminate at an 
earlier date through the exercise of a power 
of appointment by the surviving spouse or 
through the appointment of the trust cor- 
pus to the surviving spouse by any other 
person holding such power. The provision 
requiring the surviving spouse to receive 
all the trust income for life applies to the 
trust income only so long as the trust is 
in existence. 


(d) The trust will not be disqualified 
by granting the trustee the usual admin- 
istrative and management powers over 
the trust property, in the absence of an 
intention to deprive the spouse of the bene- 
ficial enjoyment of the trust property required 
by the statute, or by a spendthrift clause. 


(Proposed Regulations 105, Section 81.47a 
(c).) 

The pattern created by the 1948 Revenue 
Act which will permit the use of transfers 
in trust in favor of the surviving spouse to 
be utilized towards the marital deduction 
contemplates such control over the trust 
corpus by the surviving spouse as would 
cause the trust corpus to be taxable in 
the estate of the surviving spouse at the 
time of her death. Thus, while the property 
would escape federal estate taxation at the 
death of the spouse who was the first to 
die, it would become subject to federal 
estate tax at the death of the surviving 
spouse. This, of course, assumes that the 
surviving spouse does not consume or dis- 
pose of the trust corpus in the interim 
between the death of the first spouse to 
die and the death of the surviving spouse. 
However, nothing prevents the surviving 
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spouse from consuming the property or 
from transferring it during her lifetime. 
(See Polisher, Estate Planning and Estate 
Tax Saving (1948 edition), pages 666-667.) 


(3) Life insurance proceeds, endowment 
and annuity payments: Proceeds of life 
insurance, endowments and annuity con- 
tracts may be availed of for the marital 
deduction. The proceeds of life insurance 
intended ‘to be used as part of the marital 
deduction are limited, however, to those 
proceeds which form part of the gross 
estate for federal estate tax purposes. For 
example, policies of insurance on the de- 
cedent’s life which were owned by and 
payable to others than the insured, the 
premiums of which were paid by such 
owners, and which are therefore not in- 
cludible in the decedent’s gross estate, can- 
not enter into the computation of the 
marital deduction. 


Where, under the terms of the settlement 
arrangement, the proceeds are payable to 
the surviving spouse in one lump sum or 
payable in installments for the term of her 
life, with no further payments contemplated 
after her death, or with any further pay- 
ments upon her later death automatically 
payable to her estate, the proceeds would 
qualify under Code Sections 812 (e) (1) 
(A) and 812 (e) (1) (B). The proceeds 
under such circumstances would pass to 
the surviving spouse, and no terminable 
interest would be created within the definition 
provided by Code Section 812 (e) (1) (B). 


Popular Misconception 


There is a popular misconception that 
the availability of life insurance proceeds 
for the marital deduction depends exclu- 
sively upon compliance with Section 812 
(e) (1) (G), as amended. This is not so. 
Only if the proceeds are to be retained by 
the insurer, and are made payable to the 
surviving spouse in a manner that would 
create a terminable interest under Section 
812 (e) (1) (B), must the special provision 
for life insurance proceeds provided by 
Section 812 (e) (1) (G) be resorted to and 
its conditions met in order to utilize the 
marital deduction for such proceeds. (Pro- 
posed Regulations 105, Section 81.47a (d).) 


Settlement Options 


Where the proceeds of life insurance, 
endowment or annuity contracts are held 
by the insurer and are made payable to 
the surviving spouse under one of the settle- 
ment options contained in the contract 
which contemplates their receipt by the 


surviving spouse in installments for a fixed 
term or for life, with the undistributed por- 
tion of such proceeds payable to others in the 
event of the death of the surviving spouse 
before the entire proceeds are consumed, 
a terminable interest is created within the 


definition of Section 812(e)(1)(B). Since 
the installment settlement options under 
life insurance policies are valuable economic 
rights and socially desirable arrangements 
for the protection of the beneficiaries, Con- 
gress created an exception to the termi- 
nable-interest rule, provided that certain 
conditions are met. 


The first attempt of Congress to make 
available the proceeds of life insurance pay- 
able in installments to the surviving spouse 
took place under Section 812(e)(1)(G) of the 
1948 Revenue Act. Because of the apparent 
haste with which this provision was inserted 
into the 1948 Revenue Act, and because 
of its unhappy terminology, Section 812 
(e)(1)(G) failed to provide adequately for 
one valuable option granted under policies 
of life insurance of the disposition of the 
proceeds—proceeds left at interest with the 
insurance company. Further, it set forth 
requirements for a power of appointment 
over the proceeds by the primary beneficiary 
in favor of her estate which were not in 
accordance with the practices of life in- 
surance companies. 


To remedy these and other defects in 
the provision governing the use of life 
insurance proceeds payable in installments 
as part of the marital deduction, Congress, 
by House Joint Resolution 429, enacted 
an amendment to Section 812(e)(1)(G) 
expanding the provisions relating to the 
marital deduction under the federal estate 
tax for life insurance, endowment and an- 
nuity proceeds receivable by the decedent’s 


surviving spouse. It was approved by 
President Truman on July 1, 1948. (Public 
Law 869, Eightieth Congress.) 
H. J. R. 429 

House Joint Resolution 429 of the 


Second Session of the Eightieth Congress 
reads as follows: 


“ . . Section 812(e)(1)(G) of the 
Internal Revenue Code (relating to life 
insurance with power of appointment in 
surviving spouse) is hereby amended to 
read as follows: 


“*(G) Life Insurance or Annuity Pay- 
ments With Power of Appointment in Sur- 
viving Spouse.—In the case of an interest 
in property passing from the decedent con- 
sisting of proceeds under a life insurance, 


94 February, 1949 e TAX ES—The Tax Magazine 





SO eer 


—<— See 








the 
use 
ed, 
the 
nce 
der 
mic 
nts 
on- 


fain 


ake 
ay- 
use 
the 
rent 
‘ted 
use 
812 
for 
cies 
the 
the 
orth 
1ent 
lary 
t in 


; in 
life 
ents 
“eSS, 
cted 
(G) 
the 
state 
an- 
ant’s 
by 


tblic 


the 
‘ress 


the 
life 
t in 
1 to 


Pay- 
Sur- 
erest 
con- 
ance, 


zine 





) 








endowment, or annuity contract, if under 
the terms of the contract such proceeds 
are payable in installments or are held 
by the insurer subject to an agreement 
to pay interest thereon (whether the pro- 
ceeds, upon the termination of any interest 
payments, are payable in a lump sum or 
in annual or more frequent installments), 
and such installment or interest payments 
are payable annually or at more frequent 
intervals, commencing not later than 
thirteen months after the decedent’s death, 
and all amounts payable during the life 
of the surviving spouse are payable only 
to such spouse, and such spouse has the 
power to appoint all amounts payable under 
such contract (exercisable in favor of such 
surviving spouse, or of the estate of such 
surviving spouse, or in favor of either, 
whether or not in each case the power is 
exercisable in favor of others), with no 
power in any other person to appoint to 
any person other than the surviving spouse 
any part of the amounts payable under 
such contract— 

““(i) such proceeds shall, for the purposes 
of subparagraph (A), be considered as 
passing to the surviving spouse, and 

““(ii) no part of such proceeds shall, 
for the purposes of subparagraph (B)(i), 
be considered as passing to any person 
other than the surviving spouse. 

“*This subparagraph shall be applicable only 
if, under the terms of the contract, such 
power in the surviving spouse to appoint, 
whether exercisable by will or during life, 
is exercisable by such spouse alone and 
in all events.’ 


“Sec. 2. The amendment made by this 
joint resolution shall be applicable with 
respect to estates of decedents dying after 
December 31, 1947.” 


Senate Committee Report 


The Senate Finance Committee, in its 
report on the joint resolution, states: 

“(1) The amendment extends the 
application of the provision to include cases 
where the proceeds are held by the insurer 
subject to an agreement to pay only in- 
terest thereon annually or at more frequent 
intervals, and cases where interest is to be 
paid for a period, and installments of the 
Proceeds are to be paid for a period. In 
all such cases, however, payments of either 
or both must be made at least annually 
until the proceeds are disposed of in ac- 
cordance with the terms of the contract. 


“(2) The amendment requires that the 
first payment (interest or installment, as 
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the case may be) be payable under the term 
of the contract not later than 13 months 
after the decedent’s death, instead of 
within 1 year after his death as under the 
present provision. 


“(3) The present provision applied only 
to insurance upon the life of the decedent. 
The amendment makes the provision ap- 
plicable also to proceeds under an insurance 
contract upon the life of another where 
the insured predeceases the decedent. 


“(4) The amendment also extends the 
provision to annuity and endowment con- 
tracts. 


“(5) Under the present provision and 
the amendment the surviving spouse must 
have power to appoint all amounts payable 
after the decedent’s death under such con- 
tract (to the extent not previously paid). 
The amendment clarifies this requirement 
by providing that a power will qualify 
under this provision if it is exercisable 
in favor of the surviving spouse or her 
estate (or in favor of either, whether or 
not exercisable in favor of others). The 
amendment also adds a provision (corre- 
sponding to a similar provision under Sec- 
tion 81l(e)(1)(F) of the Code, relating to 
trusts) requiring that if any person other 
than the surviving spouse has a power 
to appoint any part of the amounts payable 
under the contract, such power must not 
be exercisable for the benefit of any person 
other than the surviving spouse. 


“In order to qualify for a marital de- 
duction the requirements of Section 812 
(e)(1)(G) must be met by the terms of 
the contract, viewed as of the date of the 
decedent’s death. 


“The amendment is applicable with re- 
spect to estates of decedents dying after 
December 31, 1947.” 


The statement in the Senate Finance 
Committee Report that the requirements 
of Section 812(e)(1)(G) must be met by 
the terms of the contract, viewed as of 
the date of the decedent’s death, is im- 
portant. For instance, should there be 
a delay in the actual payment beyond the 
thirteen-month period following death, 
the availability of the life insurance pro- 
ceeds for the marital deduction would not 
be affected if the contract itself provided 
for the first payment to be made within 
thirteen months. The requirement that 
payment must commence “not later than 
thirteen months after the decedent’s death” 
will not be considered as violated solely 
by reason of a provision that proof of 
death must be submitted before the first 
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payment is made, except in cases involving 
unreasonable delay in submission of such 
proof. (See also proposed Regulations 105, 
Section 81.47a(d).) 


Optional Beneficiary Settlements 


The optional settlements provided under 
the ordinary life insurance, endowment or 
annuity contract set up for the benefit 
of the surviving spouse which will qualify 
for the marital deduction under the 1948 
Revenue Act, as amended by H. J. R. 429, 
are as follows: 


(1) Where the proceeds are payable to 
the surviving spouse in one lump sum. 
The surviving spouse may either accept 
the lump-sum payment or, under most 
contracts, elect to exercise one of the 
optional modes of settlement set forth 
therein. If the surviving spouse adopts 
the latter course, she may create a termi- 
nable interest in the proceeds by naming 
contingent beneficiaries to enjoy any portion 
of the proceeds unconsumed at her death, 
without affecting the right to use the total 
proceeds in the first instance for the marital 
deduction. 


(2) Where the installments are made 
payable by the insurer to the surviving 
spouse for her lifetime, with the liability 
of the insurance company terminating at 
her death. This arrangement is commonly 
referred to as a life income terminating 
at death. While the interest of the surviv- 
ing spouse terminates at her death, no 
interest in the proceeds passes to a third 
person. There is, therefore, no terminable 
interest within the meaning of Section 812 
(e)(1)(B). 

(3) Where the proceeds are left at in- 
terest with the company, with interest 
payable to the surviving spouse while living 
and the entire proceeds thereof made 
payable upon her death to her estate. 
Under such an arrangement, the proceeds 
would qualify for the marital deduction 
without meeting the requirements of Sec- 
tion 812(e)(1)(G) as to time and frequency 
of payments, right of withdrawal by the 
surviving spouse during life or power of 


appointment over proceeds by her at 
death. No terminable interest in the 
proceeds exists within the meaning of 


Section 812(e)(1)(B). 


(4) Where the proceeds are left at interest 
with the company, with interest payable 
annually or more frequently to the sur- 
viving spouse while living, and the entire 
proceeds made payable upon her death 
to contingent beneficiaries. For this type 





of settlement to qualify for the marital 
deduction, all the requirements of Section 
812(e)(1)(G) must be met as to time and 
frequency of payments, right of with- 
drawal by the surviving spouse during life 
or power of appointment over proceeds 
by her at death. Plans (3) and (4) above 
are forms of the interest option. 


(5) Where the proceeds are made payable 
by the insured to the surviving spouse 
in installments, using interest and principal, 
for a fixed term of years or for life, with 
a certain number of payments guaranteed, 
and the proceeds undistributed at her death 
are payable to her estate. This method is 
known as a life income option with a cer- 
tain number of payments guaranteed. 


(6) Where the proceeds are payable by 
the insurer to the surviving spouse for 
life with a certain number of payments 
guaranteed, or for a fixed term, and the 
decedent designates contingent beneficiaries 
to receive the proceeds undistributed at 
the death of the spouse. Such a settle- 
ment arrangement would not qualify for 
the marital deduction since it would create 
a terminable interest, as defined by Section 
812(e)(1)(B). However, should the de- 
cedent name contingent beneficiaries during 
his lifetime, the proceeds may nevertheless 
be made to qualify for the marital deduc- 
tion if the surviving spouse is given the 
power at any time after the decedent’s 
death to revoke the contingent beneficiaries 
named by the decedent and to make the 
proceeds undistributed at her death payable 
to her own estate. Such a_ beneficiary 
provision may further provide that upon 
the failure of the surviving spouse to 
revoke the contingent beneficiaries desig- 
nated by the decedent, the undistributed 
proceeds at her death shall pass to such 
contingent beneficiaries. 

Where the proceeds are payable in periodic 
installments of the proceeds or interest, it 
is sufficient that under the contract the 
spouse has the right, exercisable annually 
(or more frequently), to require distribution 


of such installments to herself; other- 
wise, the installments or interest is to 
be accumulated pursuant to the terms 


of the contract. (Proposed Regulations 
105, Section 81.47a (d).) However, the 


other requirements of Section 812(e) (1) (G) 
must be met. 


Power of Appointment 
over Proceeds 


In all the above settlement arrangements, 
the power in the surviving spouse to appoint 
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to herself during life, or to her estate at 
death, all amounts payable under the con- 
tract, contemplates, in common insurance 
practice, (1) an unrestricted right of with- 
drawal under an interest option settlement 
or under a fixed amount option, or (2) an 
unrestricted right of commutation under 
an installment settlement option, or (3) an 
unrestricted right of commutation in a 
family income contract. The foregoing 
definition is applicable only where the settle- 
ment arrangement is intended to qualify 
for the marital deduction under Section 
812 (e) (1) (G). If the payment of the 
proceeds to the surviving spouse qualifies 
under Sections 812 (e) (1) (A) and 812 (e) 
(1) (B), she need not be given these powers. 


The power which must be given to the 
spouse to appoint the amounts payable un- 
der the contract, either to herself during 
life or in favor of her estate at death, is 
in the alternative. The granting of either 
of such powers will qualify the proceeds 
for the marital deduction if the other 
conditions are met. (Proposed Regulations 
105, Section 81.47 (d).) Thus, if the sur- 
viving spouse has the power to dispose of 
undistributed proceeds at her death in favor 
of her own estate, she may be denied the 
right to consume or dispose of the proceeds 
during her lifetime, or may be granted the 
power to deal with only part of them, or 
may be restricted so that her disposition 
of the proceeds during her lifetime could 
inure only to the benefit of a class of 
beneficiaries designated by the decedent, 
such as children of the decedent. 


All life insurance, endowment and an- 
nuity contracts contain provisions prescrib- 
ing the manner and circumstances under 
which the right of withdrawal of the pro- 
ceeds shall be exercised by the beneficiary. 
Thus, it is required that the request for 
withdrawal be made to the company in 
writing, or upon a form acceptable to the 
company, or at a specified time in relation 
to the anniversary date of the contract or 
the decedent’s death. Such provisions are 
necessary for the convenience and protec- 
tion of the company. They are not intended 
to limit the full exercise of the withdrawal 
right given to the spouse, although to a 
degree they do. However, Section 812 (e) 
(1) (G) requires the surviving spouse’s right 
of withdrawal to be vested in her “alone 
and in all events.” Do such conditions im- 
posed by the company upon the ex- 
ercise of the withdrawal right jeopardize 
the marital deduction for the  pro- 
ceeds if all other requirements are ful- 
filled? The proposed Regulations fail to 
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treat this situation. It is confidently ex- 
pected that the Treasury will recognize 
the established practices of the insurance 
companies in this respect where there is no 
arbitrary fettering of the surviving spouse 
in the exercise of her withdrawal privileges 
over the proceeds. (See Lawthers, “The 
New Marital Deduction and Insurance and 
Annuity Contracts,” Taxes—The Tax Mag- 
azine, November, 1948, page 1021.) 


Proceeds Payable to Trustee 


The proceeds of life insurance, endow- 
ment and annuity contracts may be made 
payable to a trustee and still qualify for 
the marital deduction. However, to qualify, 
the terms of the trust must comply with the 
provisions of Section 812(e)(1)(F). Under 
this section, all of the income of the 
trust must be paid to the wife during her 
lifetime, either annually or in more frequent 
installments, with power either during life 
or at death, or both, to appoint the entire 
corpus free of the trust to herself or in 
favor of her estate. Once the proceeds are 
paid over to the trustee, they lose their 
character as life insurance proceeds. The 
provisions of Section 812 (e) (1) (G), gov- 
erning life insurance proceeds, no longer 
control under such circumstances. (See 
Telegraphic Ruling by Joseph E. Kennedy, 
Acting Deputy Commissioner, dated July 
24, 1948 [CCH Feperat Estate ANp GIFT 
Tax REpORTER { 6024]. See also proposed 
Regulations 105, Section 81.47a (d).) 


Survival of Beneficiary 


Under general law, the right of a bene- 
ficiary to the proceeds of life insurance 
policies on the life of another is contingent 
upon the beneficiary’s surviving the insured 
It has, therefore, become a usual practice 
for life insurance, endowment and annuity 
contracts to provide that if the beneficiary 
fails to survive the insured, the proceeds 
shall be payable either to the estate of the 
insured or to contingent beneficiaries desig- 
nated by the insured. Where the terms 
of such contracts provide for the payment 
of the proceeds to contingent beneficiaries, 
in the event that the insured and his spouse 
die as a result of a common disaster or 
the spouse fails to survive the insured for 
a period of six months, the presence of 
such provisions will not affect the use of the 
proceeds for the marital deduction if in fact 
neither of these conditions actually occurs. 


The terms of some contracts require the 
beneficiary to be alive on the date that 
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proof of the insured’s or annuitant’s death 
is furnished to the company. Since such 
proof conceivably may be presented more 
than six months after death and the sur- 
viving spouse’s right to the proceeds thus 
forfeited, such provisions should be elimi- 
intended to qualify under Section 812 (e) 
(1) (D), dealing with provisions for the 
survival of the spouse, limits the time to 
six months; otherwise, the marital deduc- 
tion for such proceeds will be lost. 


Division of Proceeds 


The entire proceeds of a life 
endowment or annuity contract should be 
made payable to the surviving spouse in 
the manner required by Section 812 (e) (1) 
(G) if the marital deduction is to be taken. 
The proceeds of a single contract should 
not be divided between the spouse and 
others where interest or installment options 
intended to qualify under Section 812 (e) 
(1) (G) are used. The phrasing of Section 
812 (e) (1) (G) (as amended) —“In the case 
of an interest in property passing from the 
decedent consisting of proceeds under a life 
insurance, endowment or annuity contract” 
(italics supplied)—is such that any sharing 
of the proceeds of a single contract between 
the surviving spouse and others may jeop- 
ardize the marital deduction for the portion 
set aside for the spouse. The proposed 
Regulations provide that the surviving 
spouse must be entitled to all payments 
under such a contract. This requirement 
does not affect payments which commenced 
under the contract prior to the decedent’s 
death. (Proposed Regulations 105, Section 
81.47a (d).) The foregoing is pertinent 
only where the proceeds are to be held 
by the insurer and are payable in install- 
ments of principal or interest which qualify 
for the marital deduction under Section 
812 (e) (1) (G); it does not apply where 
the proceeds are made payable at the de- 
cedent’s death in one lump sum to the 
surviving spouse and others, or in install- 
ments of proceeds or interest which meet 
the requirements of Sections 812 (e) (1) 
(A) and 812 (e) (1) (B). 


The proposed Regulations fail to deal 
with the problem of divisibility of life in- 
surance proceeds payable under a single 
contract. (See proposed Regulations 105, 
Section 81.47a (d).) They might well do 
so. Section 81.47a (c) of the proposed 
Regulations 105, which prescribes the con- 
ditions under which a trust with power of 
appointment in the surviving spouse may 


insurance, 


qualify for the marital deduction, deals 
With an analogous situation. This section 
States that if the surviving spouse is en- 
titled to only a portion of the trust income, 
or has power to appoint only a portion of 
the corpus, the trust fails to qualify for 
the marital deduction. It further states: 
“An undivided interest in property may 
constitute the corpus of a trust.” If this 
is possible in dealing with property left in 
trust for the surviving spouse, why should 
not the same opportunities be made availa- 
ble for qualifying the proceeds of life in- 
surance, endowment and annuity contracts? 


Meanwhile, where the proceeds of a single 
contract exceed the amount which it is 
desired should pass to the surviving spouse, 
the insurance company should be requested 
to reissue the contract in two separate 
contracts of desired amounts, so that the 
beneficiary provisions of one may be ar- 
ranged exclusively for the surviving spouse 
and those of the other for the remaining 
beneficiaries. 


Executor’s Annuity Purchase 


Where the decedent’s will directs his exe- 
cutor or the trustee of a trust to acquire 
a terminable interest for the surviving 
spouse, the sum expended for this purpose 
may not be utilized as part of the marital 
deduction. (Code Section 812 (e) (1) (B) 
(iii); proposed Regulations 105, Section 
81.47b (e).) This has particular reference 
to the criticism of the act made by the 
Secretary of the Treasury in his appearance 
before the Senate Finance Committee. He 
contended that if the decedent directed 
his executor to purchase with funds from 
the estate an annuity for the surviving 
spouse, payable to her for life with a guar- 
anteed number of payments, and with the 
undistributed installments payable to others 


on her death, an opportunity for estate: 


tax avoidance would be made available. 
This provision does not seem to make 
sense. For instance, nothing in the 1948 
Revenue Act prevents the use of the marital 
deduction in respect to annuity payments 
receivable by a surviving spouse under a 
joint and survivor annuity purchased by 
the decedent during his lifetime and based 
on the lives of the decedent and his spouse. 
The result is practically the same. 


Indebtedness Against Policies 


Indebtedness against policies of life in- 
surance is not uncommon. It may be 
created either by loans made by the insured 
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from the insurance company against the 
cash value of the policy or by loans from 
independent lending agencies secured by 
an assignment of the policy. 


Section 812 (e) (1) (E) (ii) provides that 
in computing the value of the interest in 
property passing to the surviving spouse as 
part of the marital deduction, any encum- 
brance against the property, or any obliga- 
tion imposed by the decedent upon the 
surviving spouse with respect to the passing 
of such interest, shall be taken into account. 
This means that where such loans exist, 
the marital deduction available through 
the use of life insurance proceeds will be 
reduced accordingly. (Proposed Regula- 
tions 105, Section 81.47c (b).) 

However, should the decedent’s will di- 
rect that the proceeds be paid to the sur- 
viving spouse in full and the indebtedness 
thereon discharged by his executors from 
the assets in his general estate, the amount 
of the marital deduction would equal the 
total proceeds of the insurance, undimin- 
ished by the indebtedness owing. (See 
Senate Finance Committee Report No. 1013, 
Part 2, Eightieth Congress, Second Session 
(1948), page 6.) When the indebtedness is 
created, therefore, it might be well to ar- 
range with the insurance company, if its 
practice will permit it, or with the inde- 
pendent lending agency, that the decedent’s 
estate shall have the right to discharge the 
indebtedness out of funds other than the 
proceeds of life insurance. 


Payment of Federal Taxes 


The value of the interest passing to the 
surviving spouse for which a marital deduc- 
tion is allowed must be reduced by the 
tax imposed under the federal estate tax 
statute or by any estate or inheritance tax 
which the surviving spouse is obliged to 
pay. (Code Section 812 (e) (1) (E) (i).) 

Under most state laws and under the 
Internal Revenue Code, in special circum- 
Stances dealing with life insurance bene- 
ficiaries and recipients of property passing 
under powers of appointment, the burden 
of federal estate taxation is imposed upon 
each beneficiary to the extent of the estate 
tax attributable to the value of the prop- 
erty received by him, unless the testator 
otherwise directs in his will. 

Since the marital deduction is computed 
upon and is limited to fifty per cent of the 
“adjusted gross estate,” which is not to 
be reduced by the amount of federal estate 
or state inheritance and estate taxes, a 
larger marital deduction will inure to the 
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benefit of the estate if the testator’s will 
directs that such taxes be paid from a 
portion of the estate other than the bene- 
ficiary’s portion. Thus, the estate will 
receive a full fifty per cent credit under 
the marital deduction for property passing 
to the surviving spouse, without reduction 
for the amount of the federal estate taxes 
and local inheritance taxes paid on the 
property transmitted at death. (Polisher, 
op. cit., page 679.) 


The failure of the testator to direct how 
the federal estate and state inheritance 
taxes shall be paid would impose upon the 
surviving spouse, for whose benefit the life 
insurance proceeds are made payable, an 
obligation to discharge a proportion of the 
taxes. (Code Section 826 (c), as amended 
by Section 365 (a), 1948 Revenue Act.) 
The marital deduction would be reduced 
accordingly. (Proposed Regulations 105, 
Section 81.47c (c).) 


Gifts of Policies 


The pattern of federal estate taxation 
and the marital deduction created by the 
1948 Revenue Act have eliminated much 
of the tax savings to be enjoyed from 
transfers of property between spouses dur- 
ing their lifetimes. This results from the 
fact that the surviving spouse receives the 
benefit of the marital deduction for prop- 
erty which passes to her at death. Where 
the gift is made during life but, notwith- 
standing, the property transferred forms 
part of the deceased spouse’s gross estate, 
no tax advantage, except for the gift tax 
credit, is to be gained. Thus, if the husband 
transferred to his wife a policy of insurance 
upon his life and thereafter continued to 
pay the premiums, the total proceeds would 
be includible in his gross estate under the 
premium-payment rule. True, the surviving 
spouse would be entitled, if the other condi- 
tions of the 1948 Revenue Act were satis- 
fied, to a marital deduction for the amount 
of the proceeds made payable to her under 
the policy. This benefit she could have had 
without the transfer of the policy to her 
as a gift by the decedent during his lifetime. 
Where the wife paid the premiums after 
the transfer of the policy to her, but the 
transfer at the insured’s death was held 
to have been made in contemplation of 
death, the proceeds would form part of the 
decedent’s gross estate, except for that 
proportion of the proceeds which the pre- 
miums paid by the wife after the assign- 
ment bear to the total amount paid on the 
policy. (Liebmann v. Hassett [45-1 uste 
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q{ 10,184], 148 F. (2d) 247 (CCA-1, 1945).) 
Here, too, the proceeds would be available 
for the marital deduction if all the require- 
ments of the 1948 Revenue Act were fulfilled. 
In view of the recent trend of the courts 
toward severely scrutinizing transfers of life 
insurance policies during life as transfers in 
contemplation of death, this “tax-saving” 
procedure does not appear particularly in- 
viting. (Polisher, op. cit., pages 83-85.) 
Moreover, if the donor retains for him- 
self an interest in the policy transferred 
to the spouse by which he can designate 





a third person to possess and enjoy the 
benefits of the policy should the spouse 
predecease him, the marital deduction for 
gift tax under the 1948 Revenue Act would 
also be lost. No right of reversion should 
be retained by the donor-spouse under the 
assignment, in the event the assignee-spouse 
predeceases him. The assignment must 
be absolute. (Code Section 1004 (a) (3) 
B, added by 1948 Revenue Act; proposed 
Regulations 108, Section 86.16b (c).) 


[The End] 





3 Limited to $500. 


are not deductible. 


taxable as income. 


suffice to exceed personal exemptions. 
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* Limited to three per cent of net income. 


DEDUCTION OF STATE PAYROLL TAXES 


The following table contrasts state policies regarding the deduction by the 
emplovee of federal income taxes and payroll contributions for federal old- 
age benefits on his state personal income tax return. 





Allow Federal Allow 

Income Taxes FOAB 
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PoE seh = nid RENNER aid Sire. Lene Sed No 
2 San Be siper PE 3) cr boetten Yes 
MCG ic uk haus Yes... .Yes 
N. M. free, No 
N: ¥ Ee eee: No 
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5 a WES < wet Jak No 
Va. | eae. No 
ae eae eee ene ed Scots eee Yes 


1 Limited to fifty per cent of federal income taxes paid or accrued. 
2 Limited to taxes on business income defined by law, including salaries and wages. 


Of the four states requiring unemployment compensation contributions of 
employees, only Alabama and California have personal income taxes, and both 
allow deduction of such payroll contributions for net income tax purposes. Where 
nonresidents are employed in any of these four states and they are residents of a 
state levying a personal income tax, questions have arisen as to whether such 
payroll taxes are deductible in the state of residence. 
contributions to the California and New Jersey unemployment insurance funds 


New York has held that 


Old-age benefits received are treated as gifts in New York and hence non- 
Where contributions are not deductible for income tax pur- 
poses, benefits correspondingly are not taxed as income. 
Iowa, at least, allows deduction of contributions and taxes benefits. 


On the other hand, 


Unemployment benefits received are taxable as income in Delaware, Idaho, 
lowa, Montana and North Dakota, although it is seldom that other income will 
Kansas, New Mexico and North Carolina, 
on the other hand, do not tax benefits as income. 
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THE ARTIST 





AND HIS TAX BURDEN 


By WALTER H. SCHULMAN 


COMPARE THE ARTIST’S POSITION BEFORE THE TAX 
LAW WITH THAT OF THE INVESTOR—FAIR OR UNFAIR? 





S INCOME TAX DAY, March 15, ap- 

-proaches, the artist is confronted with the 
perennial perplexity of his tax problems, 
ranging from the proper treatment of pro- 
ceeds of an occasional sale of his product, 
to the corréct tax return of gain on the 
sale of a radio show or amusement enter- 
prise of the recently bruited Amos and Andy 
or Jack Benny variety. Perhaps he ponders 
why he cannot be just as good a patriot as 
the “investor” and without question report 
the income from sales of his art at the benevo- 
lent effective capital gain rate of twenty-five 
per cent or less, instead of at the substan- 
tially higher surtax rates which afflict ordi- 
nary income. The salient causes of his tax 
troubles, his opportunities for and obstacles 
to legitimate tax avoidance, together with 
considerations involved in procuring legisla- 
tive relief, comprise the scope of the present 
discussion. 

At the outset, to avoid parlor polemics on 
what makes the taxpayer an artist, we shall 
assume that “artist”? includes painters and 
sculptors, authors, composers and musicians, 
opera singers, actors and entertainers, and 
any other artist according to the traditional 
“fine arts” conception or the current con- 
vention, as distinguished from the artisan 
toiling as a talented handicraftsman or highly 
skilled worker in a particular field of art 
fora regular salary or wage, which is ordi- 
lary income. This peremptory classification 
will also facilitate focus on the kindred and 


individual tax problems of the different types 
ot artists. 


Congressional Intent 


The difficulty the artist experiences in se- 
curing application of the relatively moderate 
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capital gain rate to his taxable income is 
not due to any malevolent intention of Con- 
gress to balance the national tax economy 
on the artist’s back. With some solace, the 
artist may learn that in the early revenue 
acts, from 1913 to 1921, Congress made no 
distinction between artists, investors, pro- 
fessional men and businessmen in levying 
the tax on incomes. Until the Revenue Act 
of 1921, the income tax laws did not specifi- 
cally define capital gain and accord it a 
lower rate of tax than the rates imposed on 
ordinary income. 

Prior to 1921, the definition of gross in- 
come in the tax laws manifested the intent 
of Congress to exercise its taxing power to 
the fullest extent by including gains, profits, 
and incomes from salaries, wages or com- 
pensation for personal service of whatever 
kind and in whatever form paid, or from 
professions, trades, businesses, sales or deal- 
ings in property growing out of the owner- 
ship, use of, or interest in such property, or 
from the transaction of any business carried 
on for gain or profit; or gains, profits and 
income derived from any source whatever. 
At that point in the evolution of the income 
tax, the artist obviously fared no worse than 
any other taxpayer. 


The 1921 tax economics motivating adop- 
tion of the capital gain concept, as a boon 
to one segment of the body of taxpayers 
and as a possible benefit to the Treasury, 
were apparently oblivious of the effects on 
other taxpayers such as the artist. In 1921 
Congress most emphatically concerned with 
providing inducement to taxpayers to sell 
property that had appreciated in value over 
a long period of time, where the taxpayers 
were deterred from selling by the high surtax. 
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York and New Jersey Bars. He 


former Assistant United States Attorney. 


In anticipation of increased revenues to the 
government, our lawmakers sought to ex- 
pedite sales of greatly appreciated investment 
property or capital assets by removing fear 
of a prohibitive tax. The lower capital gain 
rate, therefore, was introduced to relieve the 
taxpayer from the excessive tax burdens on 
gains from conversions of capital investments, 
inasmuch as business was stagnating for 
lack of sales because of high tax rates.’ 
Faced by the serious retarding of sales of 
farms, mineral properties and other capital 
assets, because the gains and profits earned 
over a series of years were taxed as a lump 
sum, with great enhancement of the amount 
of surtax, Congress added a new section of 
the law limiting the rate of tax applicable 
to the net gain from the sale of capital 
assets.” 


Capital Gain Limitations 


The holding periods requisite to render 
property a capital asset and the rates of 
tax on net capital gain have fluctuated until 
the present time, when the law (Code Sec- 
tion 117 (c) (2)) permits the taxpayer to 
take fifty per cent of his net capital gain 
and apply to it a fifty per cent tax rate, pro- 
ducing an effective twenty-five per cent rate 
(fifty per cent of fifty per cent). For the 
purposes of the alternative capital gains tax, 
this will be attractive to the taxpayer at the 
point where his net income of all kinds 
reaches surtax brackets in excess of fifty 
per cent. In recent months, many repre- 
sentatives of business have advocated either 
reduction of the net capital gain rate to 12% 
per cent or elimination of any tax on capital 
gains to stimulate business and the flow of 
equity capital. 





1Dunigan v. Burnet [3 vustc § 1115], 66 F. 
(2d) 201; Burnet v. Harmel [3 ustc { 990], 287 
U. S. 103; Alexander v. King [1931 CCH { 9021], 
46 F. (2d) 235. 

2 Alexander v. King, supra. 
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The solicitude of Congress for the “in- 
vestor” holding the bag with a big lump of 
appreciated value which the surtax might 
snatch from him had its limitations. Thus, 
the favorable capital gain rate was denied 
to sales of the following kinds of property, 
among others, defined as noncapital assets 
(Code Section 117 (a) (1)): (1) stock in 
trade of the taxpayer; (2) property properly 
includible in inventory on hand at the close 
of the taxable year; (3) property held by 
the taxpayer primarily for sale to customers 
in the ordinary course of his trade or busi- 
ness; (4) property used in the taxpayer’s 
trade or business and subject to the depre- 
ciation allowance under Section 23 (1). 


Artist's Position 


At this juncture, the artist might expostu- 
late: “I’m not a tradesman or businessman 
and my works of art are certainly not stock 
in trade. But my creations are decidedly 
my property; and the years, energy, and 
even money, I’ve spent in developing ex- 
cellence in my art are a very big investment! 
When I sell a painting, piece of sculpture, 
book or play, musical score or record of 
my voice, what I receive may represent years 
of appreciation in my ability and standing 
in the art world! Why should I be taxed 
on this appreciation at any higher rate than 
the so-called ‘investor’, who is the beneficiary 
of a purely gratuitous appreciation in the 
market value of his stock over a period of 
little more than six months? What has he 
done to earn the appreciation, which he can 


realize by sale at a much lower tax rate?” 


The artist probably will not be satisfied 
with the answer that in conceiving an in- 
ducement to taxpayers to sell property at 
a substantial profit taxable at more moderate 
rates than is “ordinary income,” Congress 
seems to have concentrated on the business 
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type of property, with little attention to art 
property until the enactment of Code Sec- 
tion 107 (b) in 1942. Provision was then 
made for some, though inadequate, relief to 
individuals whose production of an “artistic 
work or invention” such as a literary, musi- 
cal or artistic composition covered a period 
of at least thirty-six months from beginning 
to completion. This relief provision is part 
of a section that deals with “compensation 
for personal services for a period of thirty- 
six months or more,” and applies to that 
gross income of the artist “which is not 
taxable as a gain from the sale or exchange 
of a capital asset held for more than six 
months.” What kind of art property, liter- 
ary, musical or artistic composition, qualifies 
asa “capital asset” is not specified in Section 
107 (b), but reference to Section 117 (a) (1) 
indicates the kinds of property that Con- 
gress does not consider capital assets. 


Personal Service Nature 


Consequently, under the broad “catchall” 
provisions of Section 22 (a) and the limita- 
tions on capital assets in Section 117 (a) (1), 
the artist is constrained to become keenly 
conscious of the nature of his activities in 
order to lighten his surtax burden. No mat- 
ter how distinguished a painter, sculptor, 
singer, musician, author, actor, architect or 
inventor may be, if he contracts to render 
regular personal service in the fine or com- 
mercial arts for compensation, or to furnish 
occasional services or performances, where 
the essence of his product is personal per- 
formance at the time and place specified by 
an employer, client or patron, his earnings 
will be ordinary income, taxable at surtax 
rates according. to the level such income 
attains during his taxable year. 

This principle was established in 1931 in 
the case of the world-famous Enrico Caruso, 
in which the writer was privileged, as an 
Assistant United States Attorney, to repre- 
sent the government in the litigation of the 
question in the United States District Court 
for the Southern District of New York and 
in the United States Circuit Court of Ap- 
peals for the Second Circuit.* The tax issues 
of the case have been fully discussed in an 
earlier article.‘ For present purposes, suffice 
it to recall that it was claimed that Caruso’s 
“royalties” on retail records of his voice sold 
outside the United States were not taxable 


Dorothy Caruso Ingram, Executrix of the 
state of Enrico Caruso v. Bowers, Collector 
[1931 CCH {| 9111], 47 F. (2d) 925; aff’d [3 ustc 
1915] 57 F. (2d) 65. 

‘Schulman, ‘‘The Tax Issue Involved in the 
Caruso Case,"" The Tax Magazine, November, 
1931, p. 389. 
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to him (a nonresident alien) as income de- 
rived from sources within the United States. 
The government was sustained in its con- 
tentions that Caruso’s contract with the 
Victor Talking Machine Company required 
him to render personal services to Victor in 
the United States, where he was paid; that 
there was no license or sale by Caruso, who 
did not retain any proprietary right, title or 
interest in the master matrices or retail rec- 
ords of his voice which would support copy- 
right by him; that the Victor Company was 
a manufacturer using the services of Caruso 
as an employee, and therefore the master 
matrices of his voice belonged exclusively to 
it; that Caruso’s “royalties” under the con- 
tract were merely contingent compensation 
for his previously rendered personal serv- 
ices, and were not produced by any property 
of Caruso in the retail records sold abroad, 
which were only a measure of the amount 
of contingent compensation due Caruso. 


Art Property as Capital Assets 


The artist concerned with avoidance or 
minimization of surtax must, therefore, rec- 
ognize that his employment contracts for 
regular or sporadic personal services or per- 
formances prohibit this achievement, par- 
ticularly if he be singer, actor, soloist of 
any kind or entertainer appearing before the 
seen or unseen audience. 


Though he eschews employment contracts 
to practice his art in such manner as to 
produce property, his surtax difficulties may 
remain. The alert revenue agent auditing 
the artist’s tax returns will want to know 
whether the artist earns his livelihood in a 
profession, trade or business, in which he 
does or does not carry a stock or has on 
hand at the year-end property properly in- 
cludible in inventory, or in the ordinary 
course of which he holds property primarily 
for sale to customers. After a painter or 
sculptor, for example, has sufficiently recov- 
ered from the shock of suggestion that he 
is in a trade or business, he must in good 
faith grope for the answers to the questions 
that arise: 


If he is regularly employed in some com- 
mercial capacity, is the practice of his genu- 
ime art outside regular employment hours a 
trade or busniess? Are his unsold art works 
stock in trade, whether or not he has a gain- 
ful occupation in addition to his art voca- 
tion? Are his art works held primarily for 
sale to customers, or have they been created 
merely with a vague hope of sale at some 
indefinite future time? If his unsold art 
works are includible in an inventory, how 


103 








will they be valued for income or loss pur- 
poses? Will he be entitled to any deduction 
for net operating loss, as in the case of 
business taxpayers generally under Section 
122 of the Internal Revenue Code, permit- 
ting carry-back two years and carry-forward 
two years to reduce taxable income and 
produce refunds for past years or minimiza- 
tion of the taxes for current years? 


Is Artist in Trade or Business? 


Determination of whether the artist is in 
a trade or business for income tax purposes 
under the present law is the key to the cor- 
rect answers to such questions. In ultimate 
analysis, the particular facts of the individ- 
ual artist’s case will control. To observe 
that business “embraces everything about 
which a person can be employed,” and is 
“that which occupies the time, attention, and 
labor of men for the purpose of a livelihood 
or profit,” * does not serve to cut the artist’s 
problem into a pragmatic pattern of ordi- 
nary income or capital gain. The extant 
court decisions provide gloomy guides for 
the capital-gain-bent artist. Painters and 
sculptors apparently have not had the occa- 
sions that authors, playwrights and invent- 
ors have had to litigate the “trade or busi- 
ness” issue in the courts. 

Concerning the attitude of the artist as 
to whether he holds his art property for 
sale to customers in the ordinary course of a 
trade or business, the case of Gruver v. Com- 
misstoner® is of analogical interest. The 
court felt there that the mere circumstance 
of the taxpayer’s being in the real estate 
business would not determine whether he 
was holding property primarily for sale to 
customers in the ordinary course of his busi- 
ness so as to exclude the property from 
capital assets. On the other hand, the court 
stated that an intent on the part of the tax- 
payer to attract customers can be inferred. 

Whether the artist lackadaisically hopes 
for a sale or with consistent aggressiveness 
seeks a market, conceivably may determine 
the ordinary income or capital gain quality 
of his sale proceeds. Must the artist so cha- 
meleonize his attitude toward his work that 
he can classify it according to the tax pinch 
on his pocketbook—in one situation being 
frankly an artisan, but in another the creator 
of a casual chef-d’oeuvre salable at the benefi- 
cent capital gain rate of tax’ Whatever the 
answer, his participation in contests and 
exhibitions, contacts with galleries and 
dealers, solicitation of clients or receipt of 
commissions from patrons in his social back- 


5 Flint v. Stone Tracy Company, 220 U. S. 107. 
€ [441 wustc © 9293] 142 F. (2d) 363 (CCA-4). 


ground, will be among the circumstances to 
be investigated in shaping his surtax status, 


Painters, sculptors, writers and other artists 
in commercial art as a regular occupation 
clearly earn ordinary income. Seekers of 
commissions for portraits render personal 
services or fill special orders that produce 
ordinary income for them. Dilettantes and 
part-time painters effecting casual sales of 
their products can make a strong case for 
capital gain treatment of their recompense 
unless their activity is of sufficient volume 
to constitute a second trade or business, 
though not their principal means of liveli- 
hood. The neophyte in art who is “discov- 
ered” and makes a sale at a handsome price 
would appear to be closer to the capital 
gain than to the ordinary income category 
unless the tax collector is to make a sharp 
scrutiny of the artist’s state of mind to ascer- 
tain whether he entered the world of art as 
a means of livelihood. No particular amount 
of activity is necessary to place the artist 
in a trade or business for income tax pur- 
poses, so that exhaustive examination of 
his objectives, time spent on his art work, 
methods of obtaining profitable disposal of 
it and reliance on his creative art as a liveli- 
hood, is essential in the individual case be- 
fore it can be said that his income from art 
does not qualify for the capital gain rate. 


Copyrights 


Authors, playwrights and composers are 
greatly concerned with the nature of their 
art property as a bundle of rights, such as 
publication, stage, motion picture, radio and 
television, bound together by the proprietary 
cord of copyright. They have little assur- 
ance that the contents of this bundle are 
capital assets, though unquestionably property 
created by them. All of the “personal serv- 
ice” and “primarily for sale” property issues 
considered above affect the characterization 
of their income. The federal courts gener- 
ally hold that such artists are in a trade or 
business in which they hold property “pri- 
marily for sale to customers.” The use to 
which their property is put and the manner 
in which they are paid determine the nature 
of their income in those cases in which they 
are not in trade or business. 


As we have seen in the Caruso case, the 
artist created property by his personal service, 
but relinquished all claims to the bundle of 
rights; otherwise viewed, he created the bundle 
of rights for the Victor Company as tts 
property in exchange for contingent compen- 
sation subject to surtax as ordinary income. 
On the other hand, in the case of Clifford H. 
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Goldsmith v. Commissioner,’ the playwright 
had written only one play, What a Life; in 
other words, he created the property first, 
then exploited it by basing a radio script on 
it, featuring the characters in the play, and 
in addition granted the exclusive motion 
picture rights by assignment to Paramount 
Pictures, Inc. The court held that the play- 
wright’s splitting off of such rights passed 
no title to Paramount. Hence, Paramount 
became a mere licensee, whose payments to 
the playwright-copyright owner were royal- 
ties taxable as “ordinary income.” In a con- 
curring opinion Circuit Judge Learned Hand 
arrived at the conclusion of ordinary income 
to the playwright by finding him very plaus- 
ibly within the purview of Section 117 (a) 
(1), on the ground that the playwright was 
holding the exclusive license for sale and 
sold it to Paramount for a lump sum. 


Lump-Sum Payments 


The significance of the Goldsmith case, and 
of the earlier case of Rafael Sabatini v. Com- 
missioner, lies in the ruling that payment 
of a lump sum, instead of the customary 
royalties for exclusive rights short of trans- 
fer of full title to the copyright, will not 
convert ordinary income into capital gain 
under the income tax law. To similar effect 
is the case of Irving Berlin’ in which the 
composer contracted to write the songs for 
amotion picture for alump sum. The Board 
of Tax Appeals held that the composer did 
not make a sale but granted a license which 
produced royalty income, the Commissioner 
having contended, however, that the lump- 
sum compensation was for the personal serv- 
ices of Berlin. 

Whether the artist merely licenses the 
use of one right in the bundle of rights or 
sells the entire bundle, he has substantial 
difficulties if he is in the “trade or business” 
class. The nomenclature of the contract will 
not change the result. If the artist clearly 
conveys all right, title and interest in and 
tohis copyrighted property, the question of 
mere license producing ordinary income will 
not arise; but the words “exclusive license” 
have on occasion been construed to effect 
the sale of a capital asset, notwithstanding 
the fact that the annual payments were called 
royalties and the contract was terminable 
by either party thereto on certain condi- 
tions, as in the Myers case,” in which the 
inventor sold his only patent. 


"(44-2 ustc § 9365] 143 F. (2d) 466 (CCA-2); 
cert. den. 323 U. S. 774. 

* [38-2 ustc | 9470] 98 F. (2d) 753 (CCA-2). 

* [CCH Dec. 11,299] 42 BTA 668. 

* [CCH Dec. 14,992] 6 TC 258. 
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Patent Case Analogies 


Cases involving patents throw some light 
on what treatment the artist, whether em- 
ployee or hobbyist, might expect. Where 
the inventor is regularly employed by an 
employer whose business entails the patent- 
ing of devices, and the employee on his own 
time over a period of years develops several 
devices, only one of which yields income, 
the one device sold by him will be regarded 
as a capital asset, according to the case of 
Hogg." lf the employment agreement en- 
titles the employer to claim all of the in- 
ventor’s patents, the one not claimed by the 
employer and sold by the inventor will be 
considered a capital asset of the inventor 
under the decisions of the United States 
Tax Court in Cooke,” Curtin® and William 
M. Kelly.“ These cases are predicated on the 
circumstances that the inventor was not in 
the trade or business of obtaining and sell- 
ing patents or of holding them for sale to 
customers. 

In the case of Harold T. Avery,” however, 
the inventor failed to convince the Tax 
Court that his procuring, over a period of 
years, a dozen patents, five of which he sold 
or licensed, was merely a hobby. The court 
concluded that the original hobby had devel- 
oped into a trade or business, on the grounds 
that he not only had hoped to but did secure 
gains on his inventions, and that by keeping 
in touch with acquaintances interested in 
the same types of invention, because “some- 
times something develops,” the inventor would 
be finding customers. If the inventor is not 
in trade or business with respect to his 
patents, the fact that the contract of sale 
specifies computation of the purchase price 
according to units or royalties will not alter 
the capital asset character of the patent 
sold.“ Such provision, however, will be 
treated merely as an installment mode of 
payment of the capital sale proceeds. 


Recording Artists 


Recording artists generally are creators of 
property for the recording companies that 
contract with them for their personal serv- 
ices. Even though they have waived all 
claims to a proprietary interest in the master 
matrices of their performances, their contin- 
ued activity, publicity and popularity aug- 
ment the contingent or royalty compensation 





11 [CCH Dec. 13,795(M)] 3 TCM 212. 
12 [CCH Dec. 14,398(M)] 4 TCM 204. 
18 [CCH Dec. 15.773(M)] 6 TCM 457. 
14 [CCH Dec. 15,844(M)] 6 TCM 646. 
18 [CCH Dec. 12,812] 47 BTA 538. 

1% Commissioner v. Hopkinson [42-1 ustc 
9330], 126 F. (2d) 406 (CCA-2). 
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due them from sales of records, as pointed 
out in the case of the. singer, Alma Gluck 
Zimbalist v. Anderson,” and in the Caruso 
case.” Unfortunately, however, appreciation of 
this character will not qualify as net capital 
gain. Such artists would still find it difficult 
to qualify under the capital gain provisions 
by making their own records with first-class 
recording equipment, because the specter of 
holding property primarily for sale to cus- 
tomers would probably arise to blight the 
prospect of lower-taxed income, aside from 
the technical problems of distribution re- 
cently emphasized by the competing types 
of discs and grooves and different kinds of 
record-playing machines. 


Foreign Artists 


Resident foreign artists have the same 
ordinary income and capital gain problems 
as those of our native artists, if their income 
is clearly from sources within the United 
States. With regard to nonresident foreign 
artists, there is a sharp divergence of federal 
judicial views on the source of their income, 
the Second Circuit Court of Appeals holding 
in effect, in Sax Rohmer v. Commissioner,® 
that an author’s sale of rights to publication 
in the United States to a publishing com- 
pany constituted a license producing royalty 
income subject to withholding under Code 
Section 211 (1) (A), and the Fourth Circuit, 
in the case of Pelham G. Wodehouse v. Com- 
missioner,” ruling that the first serial rights 
sold by the author to the Curtis Publishnig 
Company were property producing capital 
gain that was not taxable under that section. 
In so holding, the Fourth Circuit was dia- 
metrically opposed to the rationale of the 
Rohmer case that disposition of anything 
less than the full bundle of rights by the 
copyright owner gave rise to ordinary in- 
come, notwithstanding the fact that the 
author was paid in a lump sum. As the 
Supreme Court of the United States has 
granted certiorari in the Wodehouse™ case, 
in the not too distant future the foreign 
artist will see this question settled. 


As to source of income of foreign artists 
generally, Section 119 (4) of the Internal 
Revenue Code shows clearly the intent of 
Congress to tax the income of nonresident 
alien artists from royalties and rentals de- 
rived from property or from any interest 
in property in the United States, or for the 





17 [5 ustc 7 1378] 38 F. (2d) 57 (CCA-2). 

18 Supra, footnote 3. 

19 [46-1 ustc J 9130] 153 F. (2d) 61; cert. den. 
328 U. S. 862. 

20 [48-1 ustc J 9221] 166 F. (2d) 986. 

21 October 11, 1948. 
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use or privilege of using in the United States 
patents, copyrights, good will, trademarks 
and other like property. 

Even though the contract with the foreign 
artist is executed abroad, it has been held 
that the artist’s income is from sources in 
the United States because of payments for 
the use or privilege of using property in the 
United States.” Even though world-wide 
motion picture rights in his literary work 
are given by the artist, negotiation of the con- 
tract taking place in New York and execu- 
tion of the contract abroad but payment in 
New York, authors were held to have real- 
ized “ordinary income” from sources within 
the United States, in Marton Estate,” and in 
Franz Molnar v. Commissioner.* 


The fact that an inventor of a sugar-refin- 
ing process assigned by him to a United 
States corporation received payments based 
in part on sales of the product outside the 
United States, did not preclude imposition 
of tax on all income derived by him from 
the United States because of his contractual 
relationship with the corporation.” Thus, 
carelessness in allocating lump-sum payments 
in proper proportions to sales made in the 
United States and in other countries and 
covered by one contract, will result in the 
allocation of the entire payment for serial 
rights in literary work to the United States 
as ordinary income royalties. (Sax Rohmer 
v. Commissioner, supra.) 


The source-of-income cases may raise the 
question of whether the publisher has em- 
ployed the artist to render personal services 
abroad rather than contracted for sale of 
the artist’s personal property in the United 
States, necessitating distinction between the 
artist’s property in his manuscript and the 
property in the copyright, which may or may 
not be entirely in the publisher, with corre- 
sponding capital gain free of withholding or 
ordinary income withheld at thirty per cent 
to the artist. In the case of E. Phillips Oppen- 
heim,* the author was denied an earned 
income credit on the ground that the pub- 
lisher did not employ him to write but pur- 
chased a license to sell his stories in a defined 
territory. The Caruso case (personal serv- 
ice) was distinguished by the Tax Court on 
the failure of Caruso to take out copyrights 
in his own name. 


That foreign artists can render services 
from abroad for consumption in the United 





22 Rafael Sabatini, supra, footnote 8. 

23 [CCH Dec. 12,567] 47 BTA 184. 

4 [46-1 ustc { 9303] 156 F. (2d) 924 (CCA-2). 

2% Sanchez v. Commissioner [47-1 ustc {| 9297], 
162 F. (2d) 58; cert. den. 332 U. S. 815. 

26 [CCH Dec. 8778] 31 BTA 563. 
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States without income tax liability is ap- 
parent from the case of Commissioner v. Pie- 
dras Negras Broadcasting Company,” holding 
that a Mexican broadcasting company which 
had its station in Mexico but was paid by 
United States citizens for broadcasts to the 
United States did not have taxable income 
from sources within the United States. 


Sale of Business Venture 


When the artist can command a purchase 
price of several million dollars for a radio 
show or amusement enterprise headed by 
him, the surtax on the “appreciation” indi- 
cated by this ability becomes indeed an ex- 
cessive tax burden to him. Without first-hand 
knowledge of all the contractual and other cir- 
cumstances, it would be presumptuous to 
suggest whether or not net capital gain status 
has been attained in the recent Amos and 
Andy and Jack Benny radio show transac- 
tions. The writer is impressed, however, 
with the confusion in the popular mind from 
the newspaper reports that in the case of 
Amos and Andy, the Bureau of Internal 
Revenue has ruled the gain of Messrs. Cor- 
rell and Gosden to be capital, taxable at the 
“low” rates, but that Mr. Benny’s gain is 
ordinary income taxable at the “high” surtax 
rates. The New York Sun of January 3, 
1949, under the lead “U. S. Shuts Tax Loop- 
hole to Stars,” reports a “blunt” statement 
by the Internal Revenue Bureau to the 
effect that neither radio stars nor others will 
be permitted to pay the low capital gains 
tax rate on “sales of personal services” 
consummated “under the guise of sales of 
property.” The Sun also reported in sub- 
stance that the Bureau’s allowance of the 
capital gain rate to Gosden and Correll 
was based on acceptance of their contention 
that their created imaginary characters, 
Amos and Andy, were “merely property” 
akin to comic-strip characters. 


Conjecturally considered, it is not incon- 
ceivable that the circumstances of the Amos 
and Andy sale are very similar to the cir- 
cumstances of the sale of a trade name or 
the good will of a going concern as a capital 
asset,* with which type of sale business 
taxpayers over the years have had consid- 
erable experience. In the sale of a business 
as a going concern, the tax-conscious ven- 
dor strives for capital gain and direct allo- 


e [42-1 ustc § 9384] 127 F. (2d) 260 (CCA-5). 

*% Ensley Bank & Trust Company v. U. 8. 
[46-1 usrc | 9234], 154 F. (2d) 968 (CCA-5), cert. 
den. 379 U. S. 732; Franklin, 6 TCM 1099 (rec- 


ognizing weekly payments for good will as a 
Capital asset). 


Artist and His Tax Burden 


cation of portions of the purchase price to 
specified capital assets. On the contrary, 
the vendee strains for a “covenant not to 
compete” by the vendor, which would pro- 
duce ordinary income to him for his negative 
services in refraining from competition and 
provide the vendee with an annual deduction 
for amortization or depreciation of the cove- 
nant not to compete over the length of its 
term.” For example, $100,000 for a covenant 
not to compete for ten years would afford 
the vendee a deduction of $10,000 per year. 
Obviously the vendor’s negotiation of the 
deal will seek as small an allocation of pur- 
chase price to the covenant not to compete 
as possible, or none at all. 


Personal Service Contracts 


Leaving the favorable outcome of this 
struggle to the possessor of the greater 
economic bargaining power, we can only 
speculate on the existence or absence of 
personal service undertakings and cove- 
nants not to compete or perform for others 
in the Amos and Andy and Jack Benny sit- 
uations. The artist cannot, however, ignore 
cases like Beal’s Estate v. Commissioner,” 
to the effect that a promise not to perform 
for others or for himself, given in exchange 
for money, shares of stock or other property, 
is not a conveyance of property, and does not, 
therefore, produce proceeds from the sale of 
a capital asset. As amounts received for 
agreements not to compete are taxable as 
ordinary income,” the artist must be con- 
cerned with the evidence available to allo- 
cate or apportion the purchase price on the 
sale of a business or venture embracing 
different kinds of assets, coupled with his 
covenant not to compete. Lacking such evi- 
dence, he may regretfully find that the Tax 
Court is induced to hold the gain to be ordi- 
nary income and not capital gain.” It must 
also be remarked that as far as it concerns 
the taxpayer who receives compensation 
pursuant to its performance or cancellation, 
a contract for personal services is not re- 
garded as property under the income tax law, 
according to Shuster v. Helvering.® 

With these judicial precedents before him, 
the artist and his well-wishers may more 
readily realize the significance of the Inter- 
nal Revenue Bureau’s policy not to allow 
the capital gain tax rate to be applied to the 
rendition of personal services under the 





2B. T. Babbitt, Inc. [CCH Dec. 8976], 32 
BTA 693, and other cases. 

30 [36-1 ustc 7 9117] 82 F. (2d) 268 (CCA-2). 

31 Rainier Brewing Company [CCH Dec. 
15.228], 7 TC 162. 

3 Kavalaris [CCH Dec. 14,951(M)], 5 TCM 18. 

33 [41-2 ustc ] 9601] 121 F. (2d) 643 (CCA-2). 
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guise of a sale of property. The reaction of 
the Bureau is an important but not a finally 
conclusive step in the determination of 
whether the transaction is a sale of services, 
a sale of property or a sale of both, with an 
ascertainable, if not expressly agreed, allo- 
cation of purchase price to each item under 
sale. Very troublesome issues of fact may 
arise for resolution by court or jury. The 
opposing tax interests of taxpayer and rev- 
enue collector may distort their vision of 
the actualities. Whether the Jack Benny 
transaction is of the substance warranting 
the capital gain courtesy apparently rendered 
to the Amos and Andy sale, is a cloudy 
speculation for those without a clear per- 
spective of the facts. 


Tax Avoidance 


Recognizing the right of the taxpayer to 
avoid or minimize his taxes by income split- 
ting, whether by joint tax return of husband 
and wife under the 1948 Revenue Act, by 
valid partnership venture, by absolute and 
irrevocable conveyance of income-producing 
property, by installment sales under Section 
44 or other deferred-income devices or by 
business activity in corporate form, the courts 
scrutinize tax-saving transactions closely 
and pierce the physical, legal form to ascer- 
tain the real intent of the transaction. 

Execution of the transaction in steps will 
not accomplish tax avoidance if the steps 
are in fact one transaction having a tax 
consequence. The use of several contracts 
in place of an omnibus agreement between 
the parties does not assure capital gain. In- 
corporation of the artist’s talent guarantees 
no avoidance of high surtax if the corpora- 
tion is held to be a holding company under 
Section 502 (e). Assignments of his literary 
property to family members, or of future 
royalties under his license agreements, will 
not infallibly secure the artist from the surtax. 

On the assumption of a successful tax-free 
transfer of his art property to a controlled 
corporation, and of sale by the corporation 
from time to time at more favorable tax 
rates than those available to the indi- 
vidual, indefinite accumulation of surplus 
may provoke imposition of the penalty sur- 
tax under Section 102. In his relation to 
corporations in which he is a substantial 
stockholder, the artist must in any event 
beware of the surtax implications of his per- 
sonal services to it. 


Legislative Relief 


If the artist is not to be distracted by 
looking for tax relief through loopholes, it 
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is incumbent upon him, and upon the leagues, 
guilds, societies and other organizations of 
which he is a member, to make a survey 
of the current economics of art and the in- 
come tax incidence as a basis for any pro- 
posals to Congress to alleviate his tax burden. 

Aside from the consideration that the pro- 
posed national budget projects an increase 
of $6,000,000,000 in taxes, a circumstance 
antagonistic to tax reduction for taxpayers 
in general, there are administrative prob- 
lems which are not insurmountable obsta- 
cles to a sympathetic approach to the matter 
of placing the artist on more of a tax parity 
with the investor. It would seem feasible 
to formulate standards of qualification of 
artists for a capital gain rate on the basis 
of the following considerations: 


(1) Recognition of the artist as an indi- 
vidual striving for intrinsic art merit in his 
creations, with financial reward as a sec- 
ondary, albeit necessary, motive; and recog- 
nition of the fact that the current “market 
value” of his present and past art works 
derives from a more or less longtime appre- 
ciation in his competence, reputation and 
popularity. 


(2) Amendment of Section 117 of the In- 
ternal Revenue Code, or addition of a new 
section, to abolish the “stock in trade,” 
“trade or business” and holding “pri- 
marily for sale to customers” tests of the 
artist’s right to treat his art works as cap- 
ital assets taxable at the lower capital gain 
rate. If, to preserve the general definition of 
capital assets, these tests are retained, artists 
might be allowed capital gain classification 
of art works used or held primarily for sale 
in trade or business provided that the works 
are held for more than six months. (Note 
Section 117 (j), defining capital assets to 
include depreciable property and real prop- 
erty used in trade or business and held for 
more than six months by the general tax- 
payer.) 


(3) Classification of artists for surtax 
purposes as those who, for a specific con- 
sideration, by their personal services create 
property for others, or as those who pro- 
duce art works by personal service under 
an employment contract for a regular com- 
pensation during a fixed term, without re- 
tention of proprietary interest of any kind. 


(4) Allowance of the capital gain rate of 
tax to art works produced by regularly em- 
ployed artists independently of and outside 
their regular employment, whatever its na- 


(Continued on page 165.) 
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STOCK DIVIDENDS 





AND STOCK RIGHTS 


By ALEXANDER LINCOLN . . . 


Counsellor at law, Boston 


FOUR SUPREME COURT DECISIONS HAVE TRIED TO DRAW A CLEAR 
LINE BETWEEN TAXABLE AND NONTAXABLE DIVIDENDS, BUT THIS 
IS ONLY PART OF THE PROBLEM. THERE ARE STOCK RIGHTS, TOO! 





ISTRIBUTIONS of stock dividends 

or stock rights to stockholders, often 
necessary or proper in the course of cor- 
porate financing, are apt to be vexatious 
to owners of stocks because of uncertainty 
as to the effect of such distributions under 
the complexities of the federal income tax 
law. Confusion thus induced has led the 
writer to attempt some formulation of the 
underlying rules as they appear to be at 
the present time in respect to current dis- 
tributions. An excellent discussion of the 
general subject appears in a recent article— 
Lowndes, “Taxation of Stock Dividends and 
Stock Rights,” 96 University of Pennsylvania 
Law Review 147. 


Stock Dividends 


Stock dividends, as the term is here used, 
are distributions made in the ordinary 
course of business by a corporation to its 
stockholders in its stock against accumu- 
lated profits. 


In the leading case of Eisner v. Macomber 
[1 ustc 32], 252 U. S. 189, it was de- 
cided that a dividend in the corporation’s 
common stock, paid to the then common stock- 
holders, was not income within the mean- 
ing of the Sixteenth Amendment, and that 
therefore the attempt to tax such dividends 
exceeded the power granted by the amend- 
ment. The government assumed that this 
decision governed all stock dividends, and 
revenue acts for many years thereafter pro- 
vided that stock dividends should not be 
subject to tax. 


_Later decisions of the Supreme Court 
limited the rule of Eisner v. Macomber; and 


Stock Dividends and Stock Rights 


since the Revenue Act of 1936 the Internal 
Revenue Code has contained, in Section 
115 (f), the provision that “a distribution 
made by a corporation to its shareholders 
in its stock . .. shall not be treated as 
a dividend to the extent that it does not 
constitute income to the shareholder within 
the meaning of the Sixteenth Amendment 
to the Constitution.” In Helvering v. Grif- 
fiths [43-1 ustc 79319], 318 U. S. 371, it 
was held that Congress did not intend by 
this provision to override the decision in 
Eisner v. Macomber and tax stock dividends 
paid on stock of the same kind. 


The line of demarcation between taxable 
and nontaxable stock dividends has been 
clearly drawn in four Supreme Court cases. 


In Koshland v. Helvering [36-1 ustTc 
7 9294], 298 U. S. 441, there were two 
classes of stock, common and preferred, and 
a dividend in common stock was paid on 
the preferred. It was held that the divi- 
dend, though not subject to tax under the 
applicable statute, was income taxable un- 
der the Sixteenth Amendment. In Helver- 
ing v. Gowran [37-2 ustc J 9571], 302 VU. S. 
238, a dividend in preferred stock was paid 
on common stock, both classes then being 
outstanding. This decision followed the 
Koshland case. (See the discussion in Mer- 
tens, Law of Federal Income Taxation, Sec- 
tion 9.107, and in 51 Harvard Law Re- 
view 702, 744.) 

Two cases are reported under the name 
of Helvering v. Sprouse [43-1 ustc {J 9363], 
318 U. S. 604. In the first, Helvering v. 
Sprouse (No. 22), two classes of stock, vot- 
ing common and nonvoting common, were 
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outstanding, and a dividend of nonvoting 
common was distributed to all the stock- 
holders. In the second, Strassburger v. 
Commissioner (No. 66), the only outstanding 
stock was common stock and a dividend 
of a new issue of preferred stock was 
distributed to the stockholders. In both 
cases it was held that the dividend dis- 
tributed was not income taxable under the 
Revenue Act of 1936. 


These decisions all depend upon one 
underlying principle—that where the dividend 
effects no change in the stockholder’s pro- 
portionate interest in the corporation, it 
does not constitute taxable income; other- 
wise, the dividend is income taxable under 
Section 115 (f) of the Code as amended 
by the Revenue Act of 1936. (See 61 
Harvard Law Review 966-967.) 


Where the stock dividend is taxable, the 
amount of the tax is to be computed upon 
the value of the stock when received. 
(Code Section 115 (j); Regulations 111, 
Section 29.115-10.) 


Where a stock dividend which is not 
taxable income has been distributed, the 
stockholder’s interest in the corporation re- 
maining the same, there must be an appor- 
tionment of that interest between the old 
and the new stock and an adjustment of 
the basis, for the purpose of determining 
subsequent gain or loss on sale or other 
disposition of shares of either stock. This 
is clear under the Code and Regulations. 
(Code Section 113 (a) (19) A; Regulations 
111, Sections 29.113 (a) (19)-1 (a), 29.113 
(a) (12)-1.) 

Where the stock dividend is taxable in- 
come, no apportionment is required. (Kosh- 
land v. Helvering, supra.) In such cases the 
basis of the old stock remains the same 
and the basis of the new stock, for comput- 
ing gain or loss, is its value at the time of 
distribution, that being the amount at which 
it is taxable as a dividend, This rule, while 
apparently not stated specifically in the 
Code or Regulations, is generally recog- 
nized. (See Mertens, of. cit., Section 21.150; 
Lowndes, op. cit., page 153.) In John H. 
Cook [CCH Dec. 10,439], 38 BTA 651, in 
which a dividend in shares of another cor- 
poration, taxable at its full value, had been 
received, it was held that the full value 
became the basis to be used in lieu of cost 
on subsequent sale of the stock. In Helver- 
ing v. Gowran, supra, in which the dividend, 
while constitutionally taxable, was not sub- 
ject to tax under the law as it then stood, 
it was held that the basis for computing 
gain from a subsequent sale of the stock 


received as a dividend was zero since the 
cost to the taxpayer was zero. (The dis- 
tinction is pointed out by Mertens, op. cit., 
Section 21.155 and note 69.) 


Stock Rights 


Stock rights are options issued by a cor- 
poration to its stockholders to purchase 
stock, bonds or property of the corpora- 
tion. The mere issue and receipt of such 
rights is not income, but income may result 
from their exercise or sale. (Miles v. Safe 
Deposit & Trust Company [1 ustc J 66], 259 
U. S. 247; Palmer v. Commissioner [37-2 
ustc ¥ 9532], 302 U. S. 63; G. C. M. 25063, 
1947-1 CB 45.) 


Where rights are offered to subscribe to 
stock the acquisition of which would not 
constitute taxable income to the stock- 
holders, no taxable dividend will result from 
their exercise but a capital gain or loss will 
result from their sale. In either case a 
capital adjustment is required. The rules 
are set forth in Section 29.22 (a)-8 of Regu- 
lations 111, and expanded in letters from 
the Commissioner to Pacific Gas and Elec- 
tric Company, dated July 8, 1947, and 
March 19, 1948, which deal with proposed 
issues of rights to subscribe to additional 
shares of common stock. The rules are as 
follows: 


(1) The cost or other basis of the stock 
in the hands of stockholders who exercise 
or sell their rights must be apportioned 
between the stock and the rights in pro- 
portion to the respective values thereof at 
the time the rights were issued. 


(2) If the rights are exercised, the basis 
of the stock acquired will be the portion 
ot the cost or other basis assignable to the 
rights plus the subscription price. The 
basis of the old stock will be the adjusted 
cost or other basis. 


(3) If the rights are sold, a capital gain 
or loss will be realized, as provided by Sec- 
tion 117 of the Code, to the extent of the 
difference between the amount received and 
the portion of the cost or other basis assign- 
able to the rights. In accordance with Sec- 
tion 117 (h) (5) of the Code, the holding 
period of such rights is measured from the 
date of acquisition of the stock with respect 
to which the rights were issued. The basis 
of the old stock will be the adjusted cost 
or other basis. 


(4) If the rights are allowed to expire 
without exercise or sale, no deductible loss 
exists and no capital adjustment of the 
stock held is required. 
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These rules are applicable not only where 
the rights distributed are to subscribe to 
stock of the same class as that presently 
held by the taxpayer, but also where exer- 
cise of the rights would not affect the stock- 
holder’s proportionate interest. Section 
29.22(a)-8 of Regulations 111 is framed 
upon this broader aspect. The case of 
Charles M. Cooke, Ltd. [CCH Dee. 13,281], 
2 TC 147, is in point. There, a corporation 
having only common stock outstanding had 
issued pro-rata rights to subscribe to a new 
issue of preferred stock, which rights were 
subsequently exercised by the petitioning 
stockholder. The rights had a market 
value when issued and when exercised. It 
was held, following the Strassburger case, 
that no taxable dividend had been received. 
Gibson v. Commissioner [43-1 ustc {J 9282], 
133 F. (2d) 308 (CCA-2), holding to the 
contrary under similar facts before the deci- 
sion of the Strassburger case by the Su- 
preme Court, was regarded as inconsistent 
with that decision, and therefore was not 
followed. 


Where rights are issued to subscribe for 
stock the distribution of which will effect 
a change in the stockholder’s interest, or 
to subscribe for property of the corpora- 
tion, a taxable dividend may result from 
their exercise. 


The leading case on this subject is Palmer 
v. Commissioner, supra. In that case the 
tights issued were to purchase shares of 
stock of another corporation owned by the 
corporation issuing the rights. At the time 
of issuance the price represented the then 
reasonable value of the stock, but when 
the rights were exercised, the stock had a 
higher value. It was held, first, that a dis- 
tribution of property by a corporation to 
its stockholders, on its face a sale, cannot 
be treated as a dividend without “some 
showing that the transaction is in purpose 
and effect used as an implement for the 
distribution of corporate earnings to stock- 
holders”; and, second, that the receipt of 
tights is not a distribution of property since 
tights are at most options which are poten- 
tial sources of income to the stockholders 
through sale or exercise, and that taxable 
income might result from the sale of the 
tights but distribution of the corporate 
Property could take place only on their 
exercise. On the basis of these rules, it 
was held that since the stock was offered 
ata price which represented its reasonable 
value at the time, the distribution of the 
Stock resulting from exercise of the rights 
was not a dividend although at the time of 
delivery the stock had a higher value. The 
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decision reversed a decision of the Circuit 
Court of Appeals that the distribution was 
a taxable dividend measured by the differ- 
ence between the value of the shares when 
the rights were exercised and the price 
paid for them. 


This case was followed by Choate v. Com- 
missioner [42-1 ustc 9555], 129 F. (2d) 
684 (CCA-2). There, common and seven 
per cent preferred stock were outstanding 
and a new issue of five per cent preferred 
was offered to the common stockholders 
pro rata. The rights were exercised by the 
petitioner. They had a substantial value 
when issued and a lower value when exer- 
cised. The Palmer case was carefully con- 
sidered and the rules deduced that in order 
to establish an intention to distribute earn- 
ings, there must be a substantial spread 
between the value of the property offered 
at the time the rights were issued and the 
price, and that a taxable dividend results 
when such rights are exercised but any in- 
crease in the spread between the time of 
the issuance of the rights and the time of 
their exercise is not a taxable dividend. “In 
sum, in the case of such an option, the 
taxable dividend does not exceed whichever 
is lower of the following: (1) the spread 
at the time of the issuance of the option 
and (2) the spread at the time of its exer- 
cise.” It was held, accordingly, that a 
taxable dividend, the amount of which was 
determined by the amount of the spread 
between the value of the stock when the 
rights were exercised and the price paid 
to the corporation, had been received. The 
authority of this case was recognized in 


G. C. M. 25063. 


Where the rights are to subscribe to a 
proposed issue of bonds, the purpose, on its 
face, is to raise money for corporate pur- 
poses rather than to distribute earnings to 
the stockholders. This seems to be the 
view uniformly accepted. (See Van Nostrand 
v. U. S. [37-1 ustc J 9117], 18 F. Supp. 295 
(DC Mass.), following Powel v. Commis- 
sioner [CCH Dec. 7809], 27 BTA 55.) 


Where a taxable dividend results from 
the exercise of rights, the basis of the prop- 
erty so acquired is the sum of the price paid 
for-it plus the amount of the taxable divi- 
dend. The rule is stated in Regulations 111, 
Section 29.22(a)-1, in these words: 


“If property is transferred by a corpora- 
tion to a shareholder, for an amount less 
than its fair market value , such 
shareholder shall include in gross income 
the difference between the amount paid 
for the property and the amount of its fair 
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market value to the extent that such differ- 
ence is in the nature of a distribution of 
earnings or profits taxable as a dividend. 
In computing the gain or loss from the 
subsequent sale of such property its basis 
shall be the amount paid for the property, 
increased by the amount of such difference 
included in gross income.” 


Where a taxable dividend does not result, 
the basis of the property acquired is, obvi- 
ously, the price paid for it. 

In all these cases the basis of the old 
stock is, of course, unchanged. 


Where rights to subscribe for stock of 
the corporation are of such a nature that 
an apportionment of the cost or other basis 
is required between the old stock and the 
new, then, as proviously stated, on the sale 
of the rights a capital gain or loss will be 
realized to the extent of the difference 
between the portion of the basis assignable 
to the rights and the amount received for them. 


In other cases the basis of the rights is 
zero and the full amount of the price re- 
ceived for the rights will be taxable as ordi- 
nary income under Section 22 (a) of the 
Code. This was held in G. C. M. 25063, 
and it is stated by Lowndes (op. cit., page 
165) to be the rule. 

In all cases in which rights are allowed 
to lapse, no deductible loss results. “(Regula- 
tions 111, Section 29.22(a)-8; G. C. M. 25063.) 


Recapitulation 


Stock dividends are not. taxable where 
the stockholder’s proportionate interest is 
unchanged; otherwise, they are taxable as 
dividends at their value when received. 





Where a stock dividend is nontaxable, 
the interest of the stockholder must be 
apportioned between the old and new stock 
for the purpose of determining gain or 
loss on subsequent sale. 


Where the dividend is taxable, the basis 
of the old stock remains the same and the 
basis of the new stock is the value at which 
it is taxable as a dividend. 

Stock rights are not taxable as income 
when received. 


Where the rights are to subscribe to stock 
the acquisition of which would not con- 
stitute taxable income, and such rights are 
either exercised or sold, the cost of the 
stock must be apportioned between the 
stock and the rights, and the basis of each 
adjusted accordingly. If the rights are 
exercised, the basis of the new stock will 
be the adjusted basis plus the subscription 
price. No taxable dividend will result from 
the exercise of such rights, but a capital 
gain or loss will result from their sale. 


In other cases, where there is a spread 
between value and price which indicates that 
a distribution of earnings was intended, 
exercise of the rights will result in a tax- 
able dividend, computed according to the 
rules stated in the Choate case. The basis 
of the property acquired will then be the 
sum of the price paid plus the amount of 
the taxable dividend. Where no taxable 
dividend results, the basis will be the price 
paid for the property. 

If such rights are sold, the proceeds will 
be taxable at the full value as ordinary 
income. 


If rights are allowed to lapse, no de- 
ductible loss results. [The End] 


— i 


NEW JERSEY WAIVER RULING RELAXED 


Beginning with the first of the year, bonds and stock of a New 
Jersey corporation, or a national bank located in New Jersey, registered 
or issued in the name of one fiduciary as executor, administrator, 
trustee or guardian may, upon the death of such fiduciary, be trans- 
ferred without a New Jersey transfer inheritance tax waiver to, or on 
the order of, the legally appointed substitute for the deceased fiduciary. 


And if the securities are in the names of two or more fiduciaries 
as executors, administrators, trustees or guardians, they may, upon 
the death of one or more of such fiduciaries, be transferred without a 
New Jersey transfer inheritance tax waiver to, or on the order of, the 


surviving fiduciary or fiduciaries. 
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SPLIT-UP AND SPIN-OFF 
REORGANIZATIONS 


By RICHARD F. BARRETT 


THE REVENUE REVISION BILL WOULD HAVE PERMITTED 
SPLIT-UPS AND SPIN-OFFS WITHOUT TAX TO THE OLD STOCKHOLDERS 





66’ PLIT-UP” and “spin-off” reorganiza- 

tions have attracted increased atten- 
tion since the Magill committee report and 
the late, lamented Revenue Revision Bill of 
1948 appeared on the tax scene. The Magill 
report recommended statutory relief from 
the uncertainties of such transactions, and 
Section 128 of the Revenue Revision Bill at- 
tempted to provide such relief. The current 
status of such transactions, therefore, is 
of some interest. 

The “split-up” reorganization takes place 
when one existing corporation transfers its 
assets to two or more new corporations in 
exchange for their stock, and thereafter 
distributes the stock of the new companies 
to its stockholders and dissolves. The old 
corporation disappears, and in its place are 
several new corporations, the old stock- 
holders having exchanged their stock for 
the stock of the new enterprises. The “spin- 
off” reorganization takes place when an 
existing corporation transfers apart of its 
assets to a new company in exchange for 
the new company’s stock, which stock is 
then distributed to the existing corpora- 
tion’s stockholders pro rata. In this second 
type of transaction, unlike the first, the old 
corporation continues to exist. The stock- 
holders continue to hold stock in the old 
corporation, in some cases retaining all their 
old stock and in others surrendering part 
of such stock in exchange for the stock of 
the new company. 

The major tax aspects of these two types 
of reorganizations relate (1) to whether the 


reorganization from the corporation’s stand- 
point is taxfree or taxable, and (2) to 
whether the distribution of stock of the new 
corporation or corporations to the old stock- 
holders constitutes a taxable dividend to 
them. The provisions of the statutes and 
the regulations which are involved are Sec- 
tions E12 G) (2) (DD), 12 Gye 112) 
(3)* and 112(b) (4)* of the Internal Rev- 
enue Code, and Regulations 111, Section 
29.112(g)-5.° 





1Section 112 (g) (1) (D) reads as follows: 
“The term ‘reorganization’ means... a trans- 
fer by a corporation of all or a part of its as- 
sets to another corporation if immediately after 
the transfer the transferor or its shareholders 
or both are in control of the corporation to 
which the assets are transferred.’’ 


2 Section 112 (h) defines ‘‘control’’ as ‘‘the 
ownership of stock possessing at least 80 per 
centum of the total combined voting power of 
all classes of stock entitled to vote and at least 
80 per centum of the total number of shares 
of all other classes of stock of the corporation.’’ 


3 Section 112 (b) (3) provides: ‘‘No gain or 
loss shall be recognized if stock or securities 
in a corporation a party to a reorganization 
are, in pursuance of the plan of reorganization, 
exchanged solely for stock or securities in such 
corporation or in another corporation a party 
to the reorganization.’’ 


4 Section 112 (b) (4) denies recognition of gain 
or loss ‘‘if a corporation a party to a reorganiza- 
tion exchanges property, in pursuance of the 
plan of reorganization, solely for stock or se- 
curities in another corporation a party to the 
reorganization.”’ 

5 “Receipt of stock or securities in reorgan- 
ization without surrender of stock by share- 
holder.—Any distribution, though in pursuance 


(Footnote 5 is continued on page 114.) 





Mr. Barrett is a member of the Massachusetts and New York Bars with offices in 
New York City and Boston. In the latter city he is associated 
with the law firm of Powers & Hall 
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Hypothetical Case 


Let us consider the proposed reorganiza- 
tion of the hypothetical Blank Company, 
Inc., to observe the issues that arise and 
the application of the governing law. Blank 
Company manufacturers baby furniture and 
baby carriages, and also bicycles and 
velocipedes. Solely for corporate business 
reasons, it wishes to transfer the bicycle 
and velocipede business to a new corpora- 
tion and to have this branch of the business 
operated by the new corporation. For rea- 
sons of corporate policy, the stock of the 
new corporation is not to be retained by 
Blank Company, but will be distributed pro 
rata to its stockholders in accordance with 
their present stock ownership. It is desired 
that the reorganization thus effectuated be 
free from federal income tax both to the 
company and to its stockholders. 


The proposed transaction without ques- 
tion complies with the requirements of Sec- 
tions 112 (g) (1) (D) and 112 (b) (4), and 
thereby will be a tax-free reorganization so 
far as the corporation itself is concerned. 
It satisfies Section 112 (g) (1) (D) in being 
a transfer of part of the assets of a corpora- 
tion to another corporation, with the share- 
holders of the transferor (Blank Company) 
immediately thereafter in control of the new 
corporation. Since the transaction is moti- 
vated solely by a corporate business pur- 
pose, the requirements of the Gregory case, 
even as interpreted by grisliest of its suc- 
cessor cases, are satisfied. 


Fully Taxable Dividend 


The same cannot be said, however, for 
the stockholders of Blank. Since the repeal 
of Section 112 (g) of the 1932 Revenue Act, 
the distribution of stock of a new corpora- 
tion to the stockholders of the old corpora- 
tion in connection with a reorganization, 
without the surrender of their old stock by 
the old stockholders, has been acknowledged 





(Footnote 5 continued.) 

of a plan of reorganization, to its shareholders 
without the surrender of their stock, by or on 
behalf of a corporation a party to a reorganiza- 
tion, of its stock or securities (other than its 
own stock, which is not taxable as a dividend 
under section 115 (f)) or of stock or securities 
of another corporation a party to the reorgan- 
ization, shall be taxed to such shareholders as 
a dividend, within the meaning of section 115, 
to the extent that the fair market value of such 
stock or securities at the date of the distribu- 
tion is not in excess of (1) the earnings or 
profits of the corporation of the taxable year 
computed without regard to prior years and 
(2) the earnings or profits of the corporation 
accumulated after February 28, 1913, and prior 
to the taxable year.”’ 
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to constitute a fully taxable dividend. (Reg- 
ulations 111, Section 29.112(g)-5; Samuel L, 
Slover [CCH Dec. 15,119], 6 TC 884.) Since 
the proposed plan does not include surren- 
der of their stock by the Blank stockholders, 
the distribution of the new corporation’s 
stock would be taxable as a dividend to the 
extent of its fair market value; the original 
plan is, therefore, unacceptable. 


It is thereupon suggested that two new 
companies be formed, one to receive the 
assets of the bicycle and velocipede business 
and the other to receive the assets of the 
baby furniture and baby carriage business. 
The stock of each new company would be 
distributed pro rata to the present stock- 
holders and the Blank Company thereafter 
dissolved. This is the “split-up” type of 
reorganization, and would seem to be clearly 
supported by the Code and the Regulations as 
a tax-free transaction from the standpoint 
of both company and stockholders. The 
corporation’s status is as clearly tax free 
as under the original plan; and now, since 
the stockholders are to surrender their 
stock in exchange for the new stock, the 
provisions of Code Section 112 (b) (3) and 
Section 29.112 (g) (5) of the Regulations, 
requiring, respectively, an exchange and a 
surrender of stock, appear to be met. 


Loss of Charter Provisions 


Consideration of this alternative proposal 
reveals that it will not be acceptable since 
valuable charter provisions will be lost by 
the abandonment of the old company and 
the use of entirely new corporations to 
conduct the business. It is then suggested 
that the stockholders of Blank surrender 
a pro-rata portion of their old stock in 
exchange for the new, based upon the re- 
spective values of the assets transferred and 
retained. The question evoked by this sug- 
gestion is whether this procedure is in sub- 
stance any different from the originally 
contemplated plan. It is true that some of 
the old stock will be surrendered; but it is 
also true that in the end, under either proce- 
dure, the Blank stockholders will own both 
all the outstanding stock of Blank and all 
the stock of the new corporation. The sur- 
render of only part of their Blank stock 
would seem, therefore, to be entirely a 
formal act. Nevertheless, respectable au- 
thority appears to support such an arrange- 
ment as tax exempt and to indicate that the 
receipt of the new stock under such circum- 
stances would not constitute a taxable divi- 
dend. The cases referred to are W. N. Fry 
[CCH Dec. 14,836], 5 TC 1058, and H. A. 
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Menefee [CCH Dec. 12,485], 46 BTA 865. 
These cases both leave something to be 
desired as to factual and legal identity with 
the situation under discussion; however, 
each indicates that the reduction of par 
value of the old stock upon receipt of the 
new is accepted by the Tax Court as a 
“surrender” of the old stock “in exchange” 
for the new stock. On the assumption that 
these case furnish reliable assurance of 
the law, the desired result could be achieved, 
therefore, by having the Blank stockholders 
give up part of their old stock in exchange 
for the new, thereby retaining the old com- 
pany and its valuable charter. 


Favorable Treasury Ruling 


The foregoing brings us to the events 
commencing with the publication of the 
Magill report and continuing until the date 
of this discussion. To revert to our original 
terminology, the “split-up” type of reorgan- 
ization, which was turned down by the 
Blank Company, has been the subject of 
favorable ruling by the Treasury Depart- 
ment. The most publicized instance is the 
United Drug reorganization, upon which 
the Treasury ruled favorably in 1933. This 
reorganization is discussed at length in CCH 
STANDARD FEDERAL TAX REPORTER (482 CCH 
{ 776.115). However, the evolution of tax 
philosophy in the courts and in administra- 
tive circles has caused both this type and 
the “spin-off” type of reorganization to be 
viewed with some misgivings by the Treas- 
ury. It has been emphasized that either 
type of reorganization may place the stock- 
holder in a position enabling him to cash in 
part of his stock investment either by re- 
demption or by sale of the new corpora- 
tion’s stock, a result essentially equivalent to 
a fully taxable cash dividend. Particularly 
unpalatable to some has been the “spin- 
off,” as representing merely an exaltation of 
form over substance in relation to the regu- 
latory requirement of Section 29.112(g)-5 
that a “surrender” of stock occur. 


Magill Recommendation 


The Magill committee recommended the 
fe-enactment of the old Section 112 (g), 


which last appeared in the Revenue Act of 
1932, and which, as has been mentioned, 
allowed the old stockholders to receive the 
new corporation’s stock without a surrender 
of their old stock. This appears to have 
met the opposition of the Treasury and, in 
the course of the discussions, latent doubts 
as to the entire matter of “split-ups” and 
“spin-offs” were aroused. At this point, the 
general situation became more uncertain 
than ever. 


The Revenue Revision Bill of 1948 subse- 
quently adopted the general thinking of the 
Magill report, by incorporating the provi- 
sions of Section 128, entitled “Distribution 
of Stock on Reorganization.” This section 
would have permitted both “split-ups” and 
“spin-offs” without tax to the old stock- 
holders, subject to the condition that the 
reorganization be bona fide and not devised 
principally to distribute earnings and profits 
to the shareholders of the old corporation. 
These proposed statutory provisions, of 
course, died with the entire Revenue Revi- 
sion Bill at the special session of Congress 
after the political conventions. It is prob- 
lematical whether new tax legislation intro- 
duced in the 1949 session of Congress will 
again deal with this subject; and at this 
writing it is difficult to predict that a statu- 
tory solution to the split-up, spin-off reor- 
ganization will be reached in the near future. 


Probable Treasury Attitude 


Pending any clarification of the situation 
by Congress, it is the writer’s impression, 
subject to post-election changes in admin- 
istrative policy, that the Treasury Depart- 
ment will approve and probably rule 
favorably upon “split-ups” if a strong case 
on the facts, with respect to the presence 
of corporate business purpose and absence 
of stockholder tax-avoidance purpose, can 
be presented. On the other hand, the defi- 
nite impression has been gained that the 
“spin-off” is viewed with disfavor and that 
the opposition of the Treasury Department 
to such a transaction can be anticipated 
despite the Fry and Menefee cases. 


[The End] 


—_— See 


Split-ups and Spin-offs 


115 








A PRIMER ON CHARITABLE 





FOUNDATIONS 


THE USE OF CHARITABLE FOUNDATIONS BY INDIVIDUALS TO AVOID 
TAXES AFFECTS THE FEDERAL REVENUE, BUT THE COURTS HAVE 


FOUND LITTLE DIFFICULTY IN 


DISREGARDING TECHNICAL 


STATU- 


TORY COMPLIANCE TO PROTECT THE REVENUE. 


TAX-AVOIDANCE DEVICE, as old as 

the estate tax law itself, has now 
achieved immense popularity among taxpay- 
ers and tax practitioners alike—the charitable 
foundation. The device is simple in its con- 
ception and operation, yet is subject to 
abuses which may result in failure of the 
particular plan or, conceivably, in judicial 
or statutory eliminations of the entire device. 
It is common knowledge that the Commis- 
sioner is already giving particular study to 
the situation. 


Successful as the foundation has been for 
tax avoidance purposes (and its success has 
been outstanding), there are important ques- 
tions upon which the Supreme Court has 
still not passed. In the present state of the 
law, the client who is assured that he need 
not die poor to avoid estate taxes is mis- 
advised; especially in this field conservative 
caution should be the lawyer’s watchword. 
This is not to say, however, that all founda- 
tions need fail in their purpose, any more 
than all family partnerships or trusts have 
become worthless for tax-saving purposes 
since the Tower, Lusthaus and Clifford cases. 
The legitimately conceived and operated 
charitable foundation should continue, in the 
absence of statutory changes, to be a useful 
tax-avoidance device. 


The following is a summary of the high- 
lights among the rules imposed by statute, 
regulation and judicial decision pertaining 
to the qualification of charitable foundations 
as an estate tax-avoidance device. (The 
word “charitable” is used herein as a gen- 
eral term including all kinds of activities 
within the purview of the applicable statutes.) 


The essentials of such a device are as 
follows: A portion of the gross estate is 


bequeathed to a qualified charitable founda- 
tion, thus avoiding tax as to that share. The 
foundation to which the bequest is made 
either has been previously organized or is 
directed in the will to be organized in such 
form that, as a practical matter, the testator 
or persons selected by him will always con- 
trol its operations, and thereby control the 
wealth bequeathed to it. As part of a com- 
plete tax-planning arrangement, it might be 
desirable in some cases to make inter-vivos 
gifts to the foundation. The purpose of the 
device is to avoid disposing of assets of the 
estate to strangers in order to pay estate 
taxes, thereby diluting or parting with con- 
trol over a business or other assets which 
form the bulk of the testator’s wealth. 


The device is basically predicated upon 
technical compliance with Code Section 812 
(d), which allows residents and citizens a 
deduction from the gross estate in “the 
amount of all bequests, legacies, devises or 
transfers to or for the use of any 
corporation organized and operated exclu- 
sively for religious, charitable, scientific, 
literary, or educational purposes, including 
the encouragement of art and the prevention 
of cruelty to children or animals, no part 
of the net earnings of which inures to the 
benefit of any private stockholder or indi- 
vidual, and no substantial part of the activi- 
ties of which is carrying on propaganda, or 
otherwise attempting to influence legislation.” 


Common Denominator 


The above-quoted language is substantially 
identical to that in Section 861 (a) (3), 
allowing the deduction to nonresident aliens, 
Sections 1004 (a) (2) (B) and 1004 (b) (2), 
allowing the deduction as to gift taxes, Sec- 
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AND THE ESTATE TAX 








By MILTON ROSS—Attorney with Greenbaum, Wolff & Ernst, New York 


tions 23 (0) (2) and 162 (a), allowing the de- 
duction as to income taxes and Section 101 (6), 
granting exemption from income taxes. How- 
ever, some differences exist among these vari- 
ous sections. Since a properly evolved estate 
plan may require compliance with several 
of these sections, they must all be consid- 
ered, and the foundation organized should, 
if possible, be based upon some denominator 
common to them all. 


To be noted at the outset is that the stat- 
utes set forth as the key determinant of 
deductibility the nature of the donee-organ- 
ization. Thus, a bequest or gift to a non- 
qualified corporation, however the gift may 
be circumscribed as to the purposes for 
which it will be used, will be of doubtful 
deductibility under the quoted portion of 
the statute. While deductibility may be al- 
lowed by interpreting the circumscriptions 
as a trust, thus making applicable another 
portion of the statute referring to gifts to 
trustees (cf. Leubuscher v. Commissioner [3 
Ustc J 857], 54 F. (2d) 998), reliance upon 
this portion of the statute is of lesser aid in 
a complete tax avoidance plan, as will be 
pointed out below. In any event, since the 
test is the nature of the donee, chief consid- 
eration will be given to this aspect of the law. 


Internal Organization 


(1) The foundation should be organized 
either as a corporation or as a trust, these 
being forms of organization clearly common 
to all the pertient sections.’ The allowance 
of the deduction for contributions to com- 
munity chests, funds and foundations in 





1A bequest to the United States, to a state or 
to a lodge, also allowed as a deduction in Section 
812 (d), does not serve the tax avoidance pur- 
poses discussed herein. 


Charitable Foundations 





Sections 1004 (a) (2) (B) and 1004 (b) (3) 
as to the gift tax, and in Sections 23 (0) and 
101 (6) as to the income tax, does not ap- 
pear in the pertinent estate tax sections. As 
a practical matter, bequests are not nor- 
mally made to an unincorporated fund, chest 
or foundation. Possibly such bequests would 
be deductible as made to a de facto corpora- 
tion; or possibly such chests, funds or foun- 
dations would be deemed to be “corporations” 
under Section 3797 (a) (3), which defines 
corporations as including “associations.” ? 


Most practitioners prefer the charitable 
corporation to the trust, but the choice will 
depend upon the facts in each case. Espe- 
cially where businesses are bequeathed to 
the charity, the corporate device affords 
greater flexibility for day-to-day operations. 
Again, where the inter-vivos trust is used, 
problems may arise under the Clifford doctrine. 
(See, e. g., U. S. v. Anderson [42-2 ustc 
| 9786], 132 F. (2d) 98.) The trust device is 
also inferior to the corporation as to assur- 
ing perpetuation of control by the family 
or as to the scope of permissible investment 
of funds. Either of these latter factors can 
be overcome, of course, by careful drafting 
of the trust instrument. 


Domestic Organization 


(2) The corporation should be organized 
domestically. This requirement is absent in 
Section 812 (d), but is necessitated as a 
least-common denominator by the presence 
of the requirement in Sections 23 (0) and 
1004 (b) (2). Curiously, while Section 
23 (o) bars income tax deductions by in- 
dividuals for contributions to foreign chari- 





2 Significantly, the applicable regulations refer 
to ‘‘corporations and associations.’’ Regulations 
105, Section 81.44; Regulations 105, Section 81.54. 
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ties, fiduciaries may take such deductions 
under Section 162 (a). (Estate of Emily 
St. A. Tait [CCH Dec. 16,650], 11 TC —, 
No. 89.) 


Some question may arise as to whether 
the foundation’s activities, as well as its 
origin, must be “domestic.” Insofar as the 
presence of the word in the above-enumerated 
sections is concerned, Section 3797 (a) (4) 
clearly specifies that the word refers only to 
the place of organization. See also Regula- 
tions 111, Section 29.23 (o0)-1. No general 
requirement of domestic activity has ever 
been imposed in this field, and no authority 
for imposition of such a requirement is 
apparent. 


(3) On the assumption that the ultimate 
disposition of the corporate earnings is within 
the purview of the statute, it does not appear 
to matter whether the corporation organized 
as a stock, membership or any other form 
of corporation. The estate tax sections refer 
to “any corporation”; the others, either to 
“a corporation” or simply to “corporations.” 
The special problems arising in cases of 
stock corporations originally organized for 
private commercial purposes are separately 
discussed below. 


Membership and Management 


(4) Neither the statutes, regulations nor 
cases impose any limitations as to member- 
ship or management of a qualified corpora- 
tion. This contrasts with the judicially 
imposed requirement that the “benefits” result- 
ing from the bequest must be “public.” * 
This state of the law makes it possible to 
create private foundations “known only to 
God and the Collector of Internal Reve- 
nue.”* If all other requirements are met, 
membership in the foundation apparently 
can be limited to a particular family and 
management and control can be perpetually 
vested in individuals selected by the testator, 
the only limitation on any such devices being 
such as may exist in state corporation laws. 
In I. T. 3220, 1938-2 CB 164, the Treasury 
ruled: “Exemption from income taxation 
should not be denied merely because con- 
trol is vested in the members of a single 
family.” Notwithstanding that ruling, it 
seems to the writer that this is the most 
vulnerable aspect of the device, especially 
in those cases in which the evidence shows 
that the charitable dispensations are actually 
minor and the primary purpose of the foun- 





3 Paul, Federal Estate and Gift Taxation, Sec- 
tion 12.07. This problem is particularly dis- 
cussed below. 


4Note, 34 Virginia Law Review 182. 
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dation is to retain control over a business. 
Thus far, however, there is no indication 
in the cases that the courts will apply any 
different rule. 


(5) It is not necessary that the foundation 
be in existence prior to the death of the 
testator, though it may be practicable to 
organize and run it in advance of his death. 
Thus, a testamentary direction that the ex- 
ecutors organize a qualifying corporation 
which must be operated exclusively for the 
purposes enumerated in the statute, coupled 
with a bequest to such corporation, would 
be a deductible bequest. (Commissioner v. 
Citizens & Southern National Bank [45-1 ustc 
7 9182], 147 F. (2d) 977.) “The words 
‘organized and operated’ relate to the nature 
of the corporation when formed rather than 
to the time of its formation.” (Potter v. 
Bowers [37-1 ustc ]9272], 89 F. (2d) 687.) 
The phrase “organized and operated” is 
common to all the sections. 


Advantages of Inter-Vivos Creation 


The advantages of inter-vivos creation of 
the foundation are clear. For example, if the 
purposes of the corporation are expressed in 
testamentary language which would enable 
the executors to form a partially nonqualify- 
ing corporation, the deduction will be dis- 
allowed. (E. T. 3, 1933 CB 279.) Such a 
situation could arise inadvertently from a 
change in the statutory language, and it 
would then be too late to remedy it. On the 
other hand, where the foundation is created 
inter vivos, small gifts which will be deducti- 
ble for income tax purposes can be made 
annually, and meanwhile a definitive ruling 
as too deductibility of bequests may be ob- 
tained. This is of immense value where the 
status of the foundation is doubtful for any 
reason. As a corollary benefit, valuation of 
closely held stock can be obtained by mak- 
ing small annual gifts of the stock to the 
foundation inter vivos, which will be of im- 
mense value in evolving an ultimate plan of 
testamentary disposition of such stock. 


Nature and Source of Income 


The nature and source of the income of 
charitable foundations are the subjects of 
a great deal of unnecessary confusion, caused 
chiefly, it seems to the writer, by the Treas- 
ury Department’s hypertechnical interpreta- 
tion of the statute. The confusion is largely 
unimportant, moreover, since relatively simple 
mechanics are available for avoiding attack 
by the Treasury. 

All the rules stated below are interrelated. 
The order in which they are divided is 
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merely for purposes of development and 
clarity. 

(6) A corporation, to qualify, need not 
limit its income to contributions, gifts, be- 
quests, etc., but may earn income as well. 
Thus, Regulations 111, Section 29.101(6)-1, 
provide: “A corporation otherwise exempt 
under section 101 (6) does not lose its status 
as an exempt corporation by receiving in- 
come such as rent, dividends, and interest 
from investments.” 


(7) It is settled that the same rule is appli- 
cable to income from sales and services nor- 
mally engaged in by private commercial 
enterprises where such activities are minor 
and incidental to the charitable activities of 
the corporation, and noncompetitive as well. 
(Trinidad v. Sagrada Orden de Predicadores 
[1 ustc [88], 263 U. S. 578.) This rule 
applies, for example, to sales of books by 
schools, refreshments by churches, etc. 


Competitive Commercial Activity 


(8) The rule has three separate aspects 


where the corporation is engaged in com-: 


paratively large-scale competitive commercial 
activity. No definitive Supreme Court de- 
cision on this problem exists. 

(a) Where the corporation’s charter and 
all other evidence show that it was created 
and is operated solely as a charitable corpo- 
ration, with no possibility of diversion of 
earnings to nonqualified activities, the mere 
fact that earnings are derived from competi- 
tive commercial activity has no effect upon 
the status of the corporation as a charity. 
“There is nothing in the statute which justi- 
fies the Government’s emphasis upon the 
competitive aspect of its selling. The inquiry 
must always be whether all of the activities 
of the organization are devoted to further- 
ing its predominant religious, charitable, 
scientific or educational purpose. . . . It 
is only where such profits or net income 
are used for private rather than public bene- 
fit that Congress has taxed them.” (Unity 
School of Christianity [CCH Dec. 1435], 4 
BTA 61. Accord: William Bruckner [CCH 
Dec. 6213], 20 BTA 419; Sand Springs 
Home [CCH Dec. 2180], 6 BTA 198; Com- 
missioner v. Battle Creek, Inc. [42-1 ustc 
19348], 126 F. (2d) 405.) This rule stems 
from the dictum in Trinidad v. Sagrada Orden 
de Predicadores, supra, that the statute “says 
nothing about the source of the income, but 


makes the destination the ultimate test of 
exemption.” 


_(b) Where the entire stock of a corpora- 
tion originally created and operated as a 
Private commercial enterprise is later ac- 
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quired by a charity, whereafter all its earn- 
ings are devoted to the parent’s charitable 
activities, it is still the rule that the subsidi- 
ary commercial corporation does not thereby 
become itself a qualified charitable corpora- 
tion. (Sun-Herald Corporation v. Duggan [4 
ustc § 1355], 73 F. (2d) 298, cert. den. 294 
U. S. 719; Sun-Herald Corporation v. Duggan 
[47-1 ustc J 9182], 160 F. (2d) 475.) This 
rule can be easily circumvented. See para- 
graph (10) below. 


Importance of Charter 


(c) The third, and intermediary, situation 
is that of a corporation whose charter is 
silent as to charitable activity. Thus, it might 
technically be a private commercial entity; 
but other evidence shows that it was origi- 
nally created for charitable purposes. The 
Treasury’s view is that the only evidence 
upon which qualification may be based is 
the charter itself; if the charter is silent as 
to exclusively charitable purposes, qualifica- 
tion must be denied. (O. D. 190, 1 CB 194; 
O. D. @ 1 CB 193; O. D. 177,.1.CB 4; 
G. C. M. 23063, 1942-1 CB 103.) The argu- 
ment is that since the words “organized 
and operated” are both used in the statute, 
“organized” cannot be synonymous with 
“operated,” but means only “created”; and 
that the purposes for which a corporation is 
created can be discerned only from the 
charter. There is support for this view in 
the Supreme Court dictum that “the parties 
are not at liberty to say that their purpose 
was other or narrower than that which they 
formally set forth in the instrument under 
which their activities were conducted.” 
(Helvering v. Coleman-Gilbert Associates 
[36-1 ustc J 9022], 296 U. S. 369.) 


This view has been consistently disre- 
garded by the Tax Court and Circuit Courts. 
Their rule is that the charter is not the 
only evidence to be considered, and that 
qualification may also be based upon ex- 
trinsic evidence to show the corporation was 
created for a charitable purpose. (Roche’s 
Beach, Inc. v. Commissioner [38-1 Uustc 
{ 9302], 96 F. (2d) 776; Debs Memorial Radio 
Fund, Inc. v. Commissioner [45-1 ustc J 9258], 
148 F. (2d) 948; Scofield v. Corpus Christi 
Golf & Country Club [42-1 ustc J 9427], 127 
F. (2d) 452; Bohemian Gymnastic Association 
Sokol v. Higgins, 147 F. (2d) 774; Anderson 
Country Club, Inc. [CCH Dec. 13,645], 2 TC 
1238. Cf. Leubuscher v. Commissioner, supra.) 
This rule is applied and qualification granted 
even though the corporation has been tem- 
porarily operated for private profit. (Roche’s 
Beach, Inc., supra.) 
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These latter cases do not alter the rule set 
forth in (b) above, however. As the court 
said in the Roches’ Beach case, the “decision 
in the Duggan case [Sun-Herald Corporation 
v. Duggan, supra] was correct, for the real 
issue was whether a subsequently formed 
purpose to hold the property of a business 
corporation for an exempt institution to which 
all its stock had been given entitled it to 
exemption.” (Italics supplied.) The Sun- 
Herald Corporation was again denied exemp- 
tion when the case was relitigated after the 
Roche’s Beach case. 


It should be pointed out that while the 
‘Treasury Department will not go outside 
the charter to support exemption, it will 
do so to deny it. Thus, the mere fact that 
the charter clearly limits corporate activities 
to charity will not be grounds for granting 
exemption; the corporation must be in ex- 
istence for at least a year, and its activities 
must be purely charitable. (See, e. g., Regu- 
lations 111, Section 29.101-1.) While such 
a rule may be sensible as a ground for 
revoking previously granted exempt status, 
such a rule applied to the granting of the 
status to a newly formed corporation seems 
inconsistent with the Treasury’s view as to 
the Roche’s Beach case. 


Parent-Subsidiary Relation 


(9) Notwithstanding that the subsidiary 
commercial corporation is not a qualified 
charitable corporation, the parent charitable 
foundation does not endanger its status 
merely because of its ownership of all or 
the controlling stock. (E. g., Roche’s Beach, 
Inc. v. Commissioner, supra.) Its status might 
be endangered, however, by a history of 
comparatively substantial capital contribu- 
tions, loans or other investments in the 
commercial subsidiary to make up operating 
deficits or otherwise enable it to carry on its 
activities. The destination of the parent’s 
income then might not be exclusively chari- 
table. Similar reasoning applies where the 
subsidiary is engaged in propaganda or leg- 
islative activity. The status of the parent 
should depend upon whether the subsidiary is 
a source of earnings for the parent or a recipi- 
ent. No cases, however, are directly in point. 


(10) In the second Sun-Herald case, supra, 
the court seems to indicate that the limiting 
effect of the word “organized” can easily 
be overcome, thus gaining tax exemption for 
the commercial subsidiary. The parent should 
organize a new subsidiary for the purpose 
of running the business and liquidate the 


old commercial enterprise into the new 
subsidiary. This is, in essence, what was 
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done in Roche’s Beach, supra. It would 
seem safer, from an evidentiary point of 
view, to do this after the testamentary plan 
is completely operative rather than, as in 
the latter case, while the testator still oper- 
ates the business for his own purpose. 


Of course, the same result would be ob- 
tained by liquidating the commercial busi- 
ness directly into the parent. However, this 
would subject the parent’s general assets to 
liabilities incurred in the operation of the 
business, and is not desirable. In some states 
it might be ultra vires for the parent charity 
to engage in business.° 


(11) It should be mentioned that while 
almost all the cases arise under Section 101, 
the statutory phrase “organized and oper- 
ated exclusively” is common to all the sec- 
tions involved in this discussion. 


Destination of Funds 


No useful purpose can be served by at- 
tempting an all-inclusive survey of the mean- 
ings of the various charitable activities listed 
in the statute. The cases are legion, but it is 
not too difficult a research task to determine 
whether a particular purpose desired by a 
client will satisfy the statute. Some general 
observations are in point, however. 

(12) The statutory purposes and the limi- 
tations as to private benefit, propaganda, in- 
fluencing legislation, etc., are identical in all 
the sections. Therefore, cases interpreting 
one section are authoritative as to all, except 
that Sections 23 (0) and 101 (6) do not con- 
tain the phrase “including the encourage- 
ment of art.” 


(13) The corporate activities must be of 
the specific kinds enumerated in the statute. 
A mere public benefit or benevolent purpose 
is insufficient.® 

(14) Even if the activity is of the kinds 
enumerated in the statute, the statute is not 
complied with unless the benefits are avail- 
able to the general public, even though there 
is no question of private profit. Thus, quali- 
fication was denied for funds to support 
dependent relatives (J. D. Bowles [CCH Dec. 
215], 1 BTA 584), and a fund to educate a 
specified person (Dohrmann [CCH Dec. 
5602], 18 BTA 66). “Charity is generally de- 
fined as a gift for a public use. Such is its legal 
meaning.” (Kain v. Gibboney, 101 U. S. 302.) 


(15) The use of the word “exclusively” in 
the statute does not mean that the corpora- 





5 Cf. Section 10, New York Membership Corpo- 
rations Law. 

6 The cases are collected in Paul, op. cit., Sec- 
tion 12.08. See also E. T. 3, 1933 CB 279. 
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tion must engage “solely” in charitable ac- 
tivity. The word “exclusively” has been 
liberally interpreted to mean “primarily” or 
“predominately.” “In other words, a purpose 
Sncidental, contributory, subservient, or 
mediate’ to one of the statutory purposes, 
will not prevent an organization from being 
within the required category.”* For an ex- 
ample of the difficulties in applying this test, 
see Estate of Arthur D, Haley [CCH Dec. 
16,626(M)], 7 TCM 691 (1948), and cases 


there cited. 


Salaries 


(16) Since the statute refers to “net earn- 
ings,” obviously compliance with the statute 
is had where ministerial employees are paid 
salaries for their services. The same is true 
where the creator of the foundation and his 
immediate family are paid reasonable salaries 
for services actually rendered. (I. T. 3220, 
supra; Sand Springs Home, supra; Unity 
School of Christianity, supra; Forest Lawn 
Memorial Park Association, Inc. [CCH Dec. 
12,221], 45 BTA 1091.) This is not to say, 
however, that the “salary” can be used in- 
discriminately to siphon off earnings to private 
uses. (Scholarship Endowment Foundation v. 
Nicholas [38-2 ustc J 9595], 25 F. Supp. 511, 
quoting Restatement of the Law, Trusts, 
Volume 2, Section 376; aff’d [39-2 ustc 
§ 9689] 106 F. (2d) 552, cert. den. 308 U. S. 
623.) Thus, in Northern Illinois College of 
Optometry [CCH Dec. 13,452(M)], 2 TCM 
664, a corporation otherwise qualified under 
the statute was denied exemption where a 
past history showed salaries and bonuses 
amounting to thirty-seven to sixty-five per 
cent of earnings. The basis of the decision 
was not the high percentage of earnings paid 
as salaries but the reasonableness of the 
compensation for the particular services ren- 
dered. If the amount of compensation is 
reasonable, the testator can direct its pay- 
ment in his will. (Home Oil Mill v. Willing- 
ham [46-2 ustc J 9368], 68 F. Supp. 525.) 


Benefit of Private Individual 


(17) The law is still not settled as to the 
effect of a bequest to an otherwise qualified 
foundation where the terms of the bequest 
permit or direct payment of part of the 
foundation’s net earnings to the private use 
of a named individual. 


(a) Where a gift or bequest to a founda- 
tion is subject to a power of invasion for 
the benefit of a named individual or subject 
to a requirement that an annuity be paid, 





‘Ibid., Section 12.19, p. 668. 
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the first question is whether the foundation, 
by accepting the gift, loses its qualification 
or exemption through the destination of part 
of its net earnings for benefit of a “private 
individual.” The answer—really one of de- 
gree and largely one of fact—resolves itself 
essentially into whether the private destina- 
tions of income are comparatively so sub- 
stantial that as a result the corporation is 
not “exclusively” engaged in charitable ac- 
tivity even under the liberal interpretation 
of that word. 


It is to be remembered that a corporation 
does not lose its exemption because of the 
noncharitable source of its earnings; and it 
should logically follow that a corporation is 
permitted to make investments in nonchari- 
table enterprises as an incident to its 
charitable activities in order to obtain fur- 
ther income. As the Supreme Court said in 
Trinidad v. Sagrada Orden de Predicadores, 
supra, “Such activities cannot be carried on 
without money; and it is common knowl- 
edge that they are largely carried on with 
income received from properties dedicated 
to their pursuit. Making such prop- 
erties productive to the end that the income 
may be thus used does not alter or enlarge 
the purposes for which the corporation is 
created and conducted.” Investing in in- 
come-producing properties seems to consti- 
tute “making such properties [i. e., assets] 
productive.” When a charitable corporation 
accepts a bequest subject to obligations to 
private individuals, it is really doing no 
more than invest. It is assuming an obliga- 
tion in order to receive a much greater 
financial benefit; and its obligation, being 
incidental to its main charitable purpose, 
should not destroy its right to exemption. 
Where, on the other hand, it accepts such 
obligations in such a degree that they over- 
shadow the amounts of earnings left avail- 
able for charity, the obligations are no longer 
incidental, and exemption should be denied. 


Case Pattern 


The cases fall into this pattern on their 
facts: In Scholarship Endowment Foundation 
v. Nicholas, supra, there was payable an an- 
nual annuity of $5,000. Gross income was 
$15,000; but although $10,000 was available 
for charity, only $1,300 was so expended. 
The unexpended income was thus kept avail- 
able for payment of the annuity in lean years, 
when income might no suffice. Exemption 
was denied. In the Davenport Foundation 
case [CCH Dec. 16,197(M)], 6 TCM 1335, 
aff'd [48-2 ustc § 9387] October 14, 1948 
(CA-9), private annuities and expenditures 
were almost equal to the charitable expendi- 
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tures. Exemption was denied. On the other 
hand, in Lederer v. Stockton [1 ustc J 69], 260 
U. S. 3, an annuity of only $800 was payable 
out of income of $15,000, the rest of the income 
being actually expended for charity. Ex- 
emption was granted. In Emerit E. Baker, 
Inc. {CCH Dec. 10,817], 40 BTA 555, the 
annuity was $19,200. During the first three 
years, this slightly exceeded income, and 
thereafter was about one third of income. 
During this period, actual charitable ex- 
penditures were from four and one-half to 
twelve times greater than the annuity obli- 
gation. Exemption was granted. In Edward 
Orton, Jr. Ceramic Foundation [CCH Dec. 
16,032], 9 TC 533 (appeal to Court of Ap- 
peals for the Sixth Circuit pending), the 
annuity varied from $6,000 to $12,000 in 
the first five years, and thereafter was $350 
monthly. Income in the same period varied 
from a net loss to $23,000. The foundation 
expended annually over $20,000 for chari- 
table purposes. Exemption was granted. 
See also Schoellkopf v. U. S. [42-1 ustc 
79192], 124 F. (2d) 982, where a deduction 
under Section 23 (0) was allowed; while in- 
sufficient facts are there stated, it appears 
that a substantial proportion of income was 
paid to charities. (Cf. Home Oil Company-v. 
Willingham, supra.) However, while the 
cases can thus be reconciled on their facts, 
the opinions indicate a conflict of reasoning 
among the respective courts. 


That these annuity obligations are merely 
an investment by the foundation, is further 
supported by the following. In the Stockton 
case, the court based its decision upon the 
fact the obligation was only for a lifetime 
and would come to an end. In the Baker 
and Orton cases, the oblgations were assumed 
partially in consideration of a release of 
dower rights; they were, as in the Stockton 
fact that the obligation was only for a lifetime 
case, only for a lifetime. The importance of 
this as a distinguishing feature was stressed 
by the Tax Court in the Davenport case, 
supra, Are not such obligations merely a 
determinable price paid for the greater asset 
contributed by the testator? 


Gift or Estate Tax Deduction 


(b) The question of whether a donor or 
testator may, for gift or estate tax purposes, 
deduct a gift or bequest coupled with a 
charge in favor of an individual, has two 
aspects: First, will the acceptance of the 
gift render the donee nonqualifying? If it 
does not, the question of the allowable amount 
of the deduction arises. This is purely a 
matter of reducing the amount of the be- 


quest by the value of the right given to the 
individual, under the same rules applicable 
to a gift of a remainder after an intervening 
life estate. (Cf. Regulations 105, Section 
81.44.) Thus, where a bequest or gift is made 
subject to a power of invasion, the deduction 
is allowed, but only to the extent that the 
power is in terms of “a standard. . . fixed 
in fact and capable of being stated in defi- 
nite terms of money” and is not left solely 
to the discretion of the donee of the power. 
(Ithaca Trust Company v. U. S. [1 uste 
{1 386], 279 U. S. 151; First National Bank of 
Birmingham v. Snead [1 ustc § 280], 24 F. 
(2d) 186; Hartford-Connecticut Trust Com- 
pany v. Eaton [1930 CCH J 9064], 36 F. (2d) 
710.) In such cases there is a gift or bequest 
only to the extent that it exceeds the value 
of the consideration received therefor. 
(Regulations 105, Sections 81.44, 81.46.) 
The courts will often consider the bene- 
ficiary’s independent means in making such 
an evaluation. (Estate of Anna F. Kenney 
[CCH Dec. 16,694], 11 TC —, No. 104; 
Estate of Eunice M. Greene [CCH Dec. 
16,544], 11 TC 205. Cf. National Bank of 
Commerce of San Antonio v. Scofield [48-2 
ustc J 10,631], 169 F. (2d) 145.) 


Income Tax Deduction 


Possibly a different rule may be invoked 
in such cases for purposes of the income 
tax deduction under Section 23 (0). This 
might arise under the view expressed in a 
different connection in Farid-es-Sultaneh v. 
Commissioner [47-1 ustc J 9218], 160 F. (2d) 
812, that “a transfer which should be classed 
as a gift under the gift tax law is not neces- 
sarily to be treated as a gift income-tax- 
wise. Though such a consideration as this 
petitioner gave for the shares of stock she 
acquired from Mr. Kresge might not have 
relieved him from liability for a gift tax 

. it was nevertheless a fair consideration 
which prevented her taking the shares as a 
gift under the income tax law since it pre- 
cluded the existence of a donative intent.” 
In an earlier case, however, the same court 
allowed a deduction under Section 23 (0) 
where part of the income was charged with 
annuities, and in fact the amount of the 
deduction was apparently not reduced by 
the value of such charges. (Schoellkopf v. 
Commissioner, supra.) The rule under Sec- 
tion 23 (0) is thus in doubt. 


(18) Indirect benefits to private individ- 
uals in no way differ from direct benefits. 
It was thus held as to sales of commodities 
below price (Apartment Operators Associa- 
tion [CCH Dec. 12,257], 46 BTA 229; aff'd 
[43-1 ustc J 9504] 136 F. (2d) 435), and as 
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to rebates to stockholders (Stanford Univer- 
sity Bookstore v. Helvering [36-1 ustc 
q 9214], 83 F. (2d) 710). 


Conclusion 


The use of charitable foundations to serve 
the private needs of taxpayers seeking there- 
by to avoid taxes has become a matter which 
seriously affects the federal revenue. (See, 
e. g., note, 34 Virginia Law Review 182.) Its 
rise in popularity parallels the early history 
of the assignment of income, controlled trust, 
family partnership, hybrid security, cross- 
trust and paper reorganization as_ tax- 
avoidance schemes. One need only point to 
the Lucas, Horst, Eubank, Clifford, Tower, 
Lusthaus, Talbot Mills, Lehman and Bazley 
cases, however, aS a warning that the courts 
find no difficulty in disregarding technical 
statutory compliance to protect the reve- 


nue. The same fate may well be in store. 


for the charitable foundation. 


Various avenues of attack are open. Thus 
far the courts have relied chiefly on the 
doctrine in Trinidad v. Sagrada Orden de 
Predicadores, supra, measuring compliance 
with the statute by tracing the actual destin- 
nation of earnings. This doctrine may pos- 
sibly be expanded by appending thereto that 
feature of the Clifford doctrine which relates 
to control. Thus, where the donor or his 
family (cf. Regulations 111, Section 29.22 
(a)-22) retains control over the charitable 
corporation (thus preserving control over a 
business which he also owns privately), and 
monetary benefits are provided for private 
individuals, it is within the power of the 
donor or his family to withhold the distribu- 
tion of earnings to charity so as to assure a 


fund for payments to the private individuals 
in lean years or, in cases of power of inva- 
sion, to withhold payments to the private 
individual. In such a case, the distributions 
to charity are at the whim ‘of the donor or 
his family—earnings are not absolutely and 
in all events destined to charity. (See 
the significant questions posed by the 
Supreme Court in the order for reargu- 
ment [CCH FeEperAL Estate AND GIFT 
Tax REPORTER { 9800] in Church’s Estate v. 
Commissioner, 331 U. S. 802, and Spiegel 
Estate v. Commissioner, 331 U. S. 798 (1948).) 
This argument was made inferentially by 
the government in Schoellkopf v. Commis- 
sioner, supra, but rejected by the court. In 
the absence of Supreme Court expression, 
the question is still open. 


One factor, present in the charitable foun- 
dation situation but absent in the cases con- 
cerning family partnerships, etc., may cause 
the courts to hesitate to strike down this 
device. There is here involved the Congres- 
sionally announced policy of fostering, 
through tax exemption and deductions, con- 
tributions to charities. Much as the courts 
may disagree with a policy of granting great 
private tax benefits in exchange for a trickle 
of aid to charity, and much as they may dis- 
approve a trend which could conceivably 
result in an economy owned or controlled 
by churches and universities (there is no 
indication as yet of the judicial attitude in 
these respects *), they may well leave it to 
Congress to clarify its policy and plug the 
leak in the monetary dike. [The End] 


8 Quaere whether McCollum v. Board of Edu- 
cation, 92 L. Ed. 451 (1948), casts any doubt 
upon the constitutionality of tax exemptions 
for religious corporations. 





—. - 


REGULATION W - - - Exclusion of Applicable Sales Tax 


The Board of Governors of the Federal Reserve System has amended 
Regulation W—dealing with Consumer Instalment Credit—so as to release from 
the scope of the regulation, articles priced just under $50 in localities having sales 
taxes which make the price to the purchaser exceed $50. Hitherto certain articles 
which sold for $50 or more only because of the inclusion of the applicable sales 


tax were subject to the regulation. 


The amendment, which becomes effective January 1, 1949, was adopted to 
reduce operating difficulties in the trade, particularly for those merchants serving 
areas which include some localities with and others without sales taxes. 
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G. C. M. 
22326 


YONSIDERABLE confusion exists as to 

A the liability of decedents’ estates for 
fraud and other penalties. This confusion 
is in large measure due to the fact that 
G. C. M. 22326, promulgated in 1940 (1940-2 
CB 159), asserts that penalties survive the 
death of the taxpayer. The lack of enforce- 
ment of this position has been outstanding 
in that not a single decision precisely on 
this point supports the assertions of G. C. M. 
22326. Moreover, in a Special Ruling of 
August 24, 1945 [454 CCH { 6300], the 
Commissioner indicated that contrary to a 
fairly general impression, G. C. M. 22326 
had not been revoked or modified. He 
stated further: “It is not the policy of this 
office, however, to issue a general ruling 
showing the facts and circumstances under 
which the Bureau may consider it inadvis- 
able or impracticable from an administra- 
tive standpoint to attempt to establish 
liability for additions to tax after the tax- 
payer has died.” 

The penalties involved are, of course, 
those provided under various subsections of 
Section 293: namely, (1) the fifty per cent 
fraud penalty, (2) the five to twenty-five 
per cent delinquency penalty, (3) the 
five per cent negligence penalty on income 
tax and all comparable penalties for other 
types of revenue. 

It is our position that all are entitled to 
know what the law is with reasonable cer- 
tainty. It is our contention that G. C. M. 
22326, being unsupported by any court deci- 
sion involving the issue, is no longer ten- 
able, and should be modified rather than 
continued as a club or bargaining imple- 
ment when it is contrary to the actual status 
of the law. This presentation is criticism 
of the conclusions of G. C. M. 22326. 


By PAUL J. FOLEY 


The traditional position of the Bureau 
and the Department of Justice has been 
to recognize that penalties expired with the 
taxpayer and could not be assessed against 
his estate or legacies under his will. This 
position was conceded as late as Septem- 
ber, 1940, when, in the Wetter case [CCH 
Dec. 11,304-D], the Board of Tax Appeals 
found: “Death of decedent precludes the 
application of the fraud penalty under Sec- 
tion 293(b).” The opinion further stated: 
“The Commissioner concedes that the death 
of Wetter makes Section 293(b) inapplicable.” 


Common Law 


Clearly expressing the settled common 
law on the subject, L. O. 1091, I-1 CB 422, 
states: 


“Since the common law prevails in the 
United States, an action or proceeding, 
whether civil or criminal in nature, cannot 
be maintained against the personal repre- 
sentative of a deceased wrongdoer to re- 
cover a penalty which is purely personal 
punishment unless the matter is controlled 
by statute. Where it is not so controlled, 
any action of such a nature is abated by 
the death of the defendant. In Schreiber v. 
Sharpless (110 U. S. 76), Chief Justice Waite, 
in delivering the opinion of the court, stated 
on page 80: ‘The personal representatives 
of a deceased party to a suit cannot prose- 
cute or defend the suit after his death unless 
the cause of action on account of which the 
suit is brought is one that survives by law. 
(Rev. Stat. sec. 955.) At common law, ac- 
tions on penal statutes do not survive (Com. 
Dig. Tit. Administration, B. 15), and there 
is no act of Congress which establishes any 
other rule in respect to actions on the penal 
statutes of the United States. The right 


124 February, 1949 @e TAXES — The Tax Magazine 








LEY 


"eau 
een 

the 
inst 
Chis 
em- 
‘CH 
eals 

the 
Sec- 
ted: 
eath 
ble.” 


Mon 
422 


aL, 


the 
ling, 
nnot 
pre- 

re- 
onal 
led 
lled, 
| by 
er U. 
aite, 
ated 
‘ives 
‘oOse- 
iless 
. the 
law. 
, ac- 
-om. 
here 
any 
enal 
ight 


zine 











to proceed against the representatives of a 
deceased person depends not on forms and 
modes of proceeding in a suit, but on the 
nature of the cause of action for which the 
suit is brought. If the cause of action sur- 
vives, the practice, pleadings, and forms 
and modes of proceeding in the courts of 
the State may be resorted to in the courts 
of the United States for the purpose of 
keeping the suit alive and bringing in the 
proper parties. (Rev. Stat., sec. 914.) But 
if the cause of action dies with the person, 
the suit abates and cannot be revived. 
Whether an action survives depends on the 
substance of the cause of action, not on 
the forms of proceeding to enforce it. As 
the nature of penalties and forfeitures im- 
posed by Acts of Congress cannot be 
changed by State laws, it follows that State 
statutes allowing suits on State penal stat- 
utes to be prosecuted after the death of the 
offender can have no effect on suits in the 
courts of the United States for the recovery 
of penalties imposed by an Act of Congress.’ 

“To the same effect see U. S. v. Pomeroy 
(152 Fed., 279); U. S. v. Dunne (173 Fed., 
257); Dyar v. U. S. (186 Fed., 623); U. S. 
v. Theurer, et al. (215 Fed., 964); Van Choate 
v. General Electric Co. (245 Fed., 120).” 


Of course, state statutes relating to sur- 
vivorship of actions are inapplicable to cases 
arising under federal law; and, of course, 
no act of Congress provides for survival 
of these causes. 


Is It Penalty? 


In U. S. v. Chouteau, 102 U. S. 603, Mr. 
Justice Field, in delivering the opinion of 
the Supreme Court, stated: “The term 
‘penalty’ involves the idea of punishment, 
and its character is not changed by the 
mode in which it is inflicted, whether by 
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civil action or by criminal prosecution.” 
This position is also reflected in U. S. v. 
Reisinger, 128 U. S. 398, 402; Huntington v. 
Attrill, 146 U. S. 657, 667; and O’Sullivan v. 
Fei x. 233°. 5: 318. 


“This action of debt lies for a statutory 
penalty when a sum demanded is in the 
nature of a fixed liquidated liability for a 
wrong done. (Chaffee & Co. v. U. S., 18 
Wall 516.) Although at common law the 
action was in the nature of a civil informa- 
tion for a debt, yet qui tam actions on penal 
statutes are designated as actions ex delicto 
sounding in tort and are, therefore, within 
the common law maxim which declares that 
all personal actions are extinguished by the 
death of the tortfeasor.” (L. O. 1091.) 


In Helwig v. U. S., 188 U. S. 605, the 
Supreme Court considered the Customs Act 
of 1890, which provided: “There shall be 
levied, collected and paid in addition to the 
duties imposed by law a further 
sum.” Mr. Justice Peckham, in delivering 
the opinion of the Court, stated: 


“The sole question is whether the sum im- 
posed by section 7, already quoted, is a 
penalty. Without other reference than to 
the language of the statute itself, we should 
conclude that the sum imposed therein was 
a penalty. It is not imposed upon the im- 
portation of all goods, but only upon the 
importer in certain cases which are stated 
in the statute, and it is clear that the sum 
is not imposed for any purpose of revenue, 
but is in addition to the duties imposed 
upon the particular article imported, and in 
each individual case when the sum is im- 
posed it is based upon the particular act 
of the importer. That particular act is his 
undervaluation of the goods imported; and 
it is without doubt a punishment upon the 
importer on account of it. Whether the 
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statute defined it in terms as a punishment 
or penalty is not important, if the nature 
of the provision itself be of that character. 
If it be said that the provision operates as 
a warning to importers to be careful and to 
be honest, it is a warning which is efficacious 
only by reason of the resulting imposition 
of the ‘further sum’, in addition to the duties 
provided for by the statute.” 


It is significant—and undeniable—that all 
the penalties presently in the statutes and 
discussed herein are denominated as penal- 
ties. In comparable circumstances, an At- 
torney General’s opinion, 17 Op. A. G. 433, 
held that the amount added to the tax and 
designated as part of the tax is part of the 
tax only for purposes of collection; and 
there is no implication that the addition to 
the tax is to be considered for all purposes 
the same as the tax. 

In National City Bank of New York [CCH 
Dec. 9642], 35 BTA 975, the Board of Tax 
Appeals stated: “The decedent having died 
prior to the determination of deficiencies, no 
fraud penalties are involved.” (See also the 
Wetter case, supra; Thomas v. Lynch, 269 F. 
995; U. S. v. Theurer, supra; U. S. uv. Associ- 
ated Billposters and Distributors, 6 F. (2d) 
1000; Schreiber v. Sharpless, 17 F. 589; Bar- 
ringer v. Jefferson Standard Life Insurance 
Company, 9 F. Supp. 493; and U. S. vw. 
DeGoer, 38 F. 80.) 


G. C. M. 22326 


G. C. M. 22326 begins: “An opinion is 
requested whether the fifty per cent addition 
to tax provided by Section 293(b) of the 
Revenue Acts of 1936 and 1938 assessed as 
part of jeopardy assessment made against A, 
are collectible from his estate.” (Italics 
supplied.) Thus, in determining the status 
of a security bond given the collector to 
stay collection where jeopardy assessment 
had been made, the ruling held that collec- 
tion was proper. Moreover, it asserted that 
collection of the civil penalties was not 
affected by the death of the taxpayer, and 
revoked or modified the previous opinions 
to the contrary. 

It is amazing that such an opinion, which 
flies in the face of established precedent, 
does not cite any case really in point in 
supporting its holding. A considerable por- 
tion of the argument presented in G. C. M. 


22326 quotes and draws inference from the 


Supreme Court decision in Helvering v. 
Mitchell [38-1 uste § 9152], 303 U. S. 391. 

In this case, Mr. Justice Brandeis, deliv- 
ering the opinion of the Court, stated the 
question involved as follows: “The ques- 
tion for decision is whether assessment of 
the addition [the fifty per cent fraud pen- 
alty] is barred by the acquittal of the de- 
fendant on an indictment under Sec- 
tion 146(b) of the same Act for a willful 
attempt to evade and defeat the tax.” The 
Court, therefore, proceeded to examine the 
statute in question from the standpoint of 
double jeopardy and res judicata (estoppel). 
The court concluded: “Since we construe 
Section 293(b) as imposing a civil admin- 
istrative sanction, neither case prevents an 
obstacle to the recovery of the . fifty 
per centum addition herein issued.” How- 
ever, such a sanction—or penalty, if you 
will—is the very type of ex delicto cause 
of action which by common law does not 
survive the death of the tortfeasor. Care- 
ful examination of the opinion indicates that 
all issues discussed were considered in the 
light of the single issue of the case, namely, 
whether the fifty per cent addition was an 
additional criminal penalty. That it is not 
a criminal penalty is no longer controverted. 
However, it need not be criminal to expire 
with the tortfeasor. 





Nowhere did the Court indicate expressly 
or by implication that the fifty per cent pen- 
alty should survive in the event of the tax- 
payer’s death. Moreover, since such was 
neither the fact nor the issue in the instant 
case, it would have been mere dictum. 


The inescapable truth is that the issue 
and the opinion involve the question of 
whether the fifty per cent penalty is an addi- 
tional criminal penalty. It is certainly not 
surprising that the Court found the fifty 
per cent penalty in no wise a criminal pen- 
alty but rather a civil sanction or penalty. 
Yet G. C. M. 22326, in our opinion, attempts 
to read into the opinion a conclusion that 
the fifty per cent penalty, since it is not 
a criminal penalty, is nothing more than 
liquidated damages. 

It is our conclusion that G. C. M. 22326 
is at best an interpretation of dictum— 
and, we believe, a misinterpretation. This 
necessarily follows since the question was 
not at issue in the case upon which such 
authoritative reliance is placed. [The End] 


ee 
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A HISTORICAL ANALYSIS 
OF SECTION 722 (b) (2) 


By RICHARD DEUTSCH 


A HELPFUL REVIEW OF THE INTENT OF THE STAT- 
UTE AND SOME OF THE DECISIONS—MONARCH, DYER 
ENGINEERS, BLUM, ETC.—INTERPRETING THE SECTION 





yaa 722 (b) (2) grants relief to an 
\J excess profits taxpayer entitled to use 
the excess profits credit based on income “‘if 
its average base period net income is an 
inadequate standard of normal earnings be- 
cause ... the business of the taxpayer was 
depressed: in the base period because of 
temporary economic circumstances unusual 
in the case of such taxpayer or because of 
the fact that an industry of which such tax- 
payer was a member was depressed by rea- 
son of temporary economic events unusual 
in the case of such industry.” 


The first problem to be solved by the 
claimant is, obviously, the determination of 
the nature of the “temporary economic cir- 
cumstances” and “events” which qualify for 
relief. There is not much official comfort in 
this respect. The Senate Finance Committee 
report on the 1942 bill gives some hints as 
to what kind of events will not qualify, and 
then states: 


“For example, assume that a corporation 
for a long period of years conducted busi- 
ness with one customer which, during the 
base period, it lost because such customer 
decided to manufacture the product hereto- 
fore bought. The corporation would be com- 
pelled to develop a new market. The average 
earnings of such corporation for the period 
of time during which it was engaged in ob- 
taining new customers might not be a fair 
reflection of the normal earnings of such 
corporation and might furnish an unjust 
measurement for the computation of excess 
profits. Another illustration of this para- 
graph would be a corporation which be- 
longed to an industry the members of which 


were engaged in a price war during several 
base period years. As a result of sales be- 
low cost during those years the members of 
the industry sustained losses; when the price 
war was ended, such members resumed their 
normal earnings level. Relief should be given 
to the corporation which, except for the un- 
usual temporary economic conditions pre- 
vailing in its industry, would have earned 
normal profits throughout the base period.” 

According to the Commissioner’s press 
release of October 21, 1948, up to June 30, 
1948, there have been disposed of 25,762 
Section 722 relief claims, about one half of 
all claims filed. Only 5,169 claims, or twenty 
per cent of all disposed claims, have been 
decided favorably to the taxpayer; and of 
about $1 billion relief claimed, about $32 
million, or about three per cent, net relief 
has been allowed. No information is avail- 
able as to the number of Section 722 (b) (2) 
claims among the relief claims granted. There 
is no indication to permit an optimistic view. 


The Excess Profits Tax Council, which 
has operated since 1946 with the express 
purpose of facilitating the settlement of 722 
claims, not only has decided a considerable 
number of relief claims brought before it but 
also has exercised its power to release rul- 
ings of a technical nature to guide the claim- 
ant. Up to July, 1948, it released thirty-three 
such “E. P. C.’s.” Lately it has made a 
special effort to interpret and re-interpret 
the push-back rule, but has failed so far to 
issue similar instructions with respect to 
Section 722 (b) (2). 

At the date of writing this article, the 
Tax Court has published fifteen decisions 


The author is a certified public accountant, Memphis 
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regarding the merits of various Section 722 
claims, but in only four of them was Sec- 
tion 722 (b) (2) a meritorious issue. Only 
one of these four cases was decided in 
favor of the taxpayer. (Dyer Engineers, Inc. 


[CCH Dec. 16,477], 10 TC 1265 (1948).) 


Blum Case 


Section 722 (b) (2) was an issue in the 
very first 722 case the Tax Court con- 
sidered—Blum Folding Paper Box Company, 
Inc. [CCH Dec. 14,395], 4 TC 795. Blum 
had based its claim on four of the five sub- 
sections of Section 722, but had failed to 
support its claim properly, which then was 
rejected by the court for lack of evidence. 
The court had no opportunity to consider 
the merits of the case. In its opinion, how- 
ever, the court touched an interesting side 
line of the whole 722 problem: 


“More than eight months elapsed from 
the time that the petitioner filed its appli- 
cation until the notice of disallowance was 
mailed, and a year and two months elapsed 
before any additional or supplemental in- 
formation was offered to the Commissioner. 
After the sixty-day extension was granted, 
no further extension was properly requested. 
If it is appropriate for us to pass upon the 
reasonableness of time allowed by the Com- 
missioner under the circumstances of the 
case, then our finding is that a reasonable 
time was allowed and the Commissioner 
did not act arbitrarily in sending out the 
notice of disallowance. Certainly ‘within a 
reasonable time’ after the filing of the ap- 
plication on September 15, 1943, would not, 
under the circumstances of this case, ex- 
tend to November, 1944.” 


This opinion, rendered February 15, 1945, 
truly reftects the infancy of 722 work. To- 
day, it has been learned by experience that 
proper preparation of a 722 claim sometimes 
may take several years. Even now evidence 
and procedure in 722 cases suffer from the 
lack of precedents which are so essential 
under our system of law. Not until the 
court rendered its opinion in East Texas 
Motor Freight Lines, Inc. |CCH Dec. 15,333], 
7 TC 579 (1946), did 722(b)(2) claimants 
actually learn and have available the proper 
reconstruction procedure under 722(b) (4). 
Not until the decision in Dyer Engineers, 
Inc., supra, did 722(b)(2) claimants know 
the court’s procedure of reconstruction in 
such cases. 


In the present state of affairs there is 
no norm for what is or might be a “reason- 
able time” to prepare a claim under 722 and 


to prepare and collect all the necessary evi- 
dence. Experience shows very impressively, 
however, that slow and considerate prepara- 
tion and exhaustive research in all related 
fields will greatly benefit the claim. 


Monarch Case 


The Tax Court had its first opportunity 
to decide upon the merits of a case in which 
Section 722(b)(2) was the central issue on 
December 10, 1945, when it rendered its 
decision in Monarch Cap Screw & Manu- 
facturing Company [CCH Dec. 14,861], 5 
TC 31220. 

Monarch claimed relief under Sections 
722(b)(2), 4 and 5. It claimed relief under 
(b)(2) on the basis that during the base 
period the company had been involved in a 
price war. In 1929 Monarch had entered 
into the manufacturing of cap screws. De- 
pression started in the fall of that year and. 
rapidly deepened. In 1934 the taxpayer ex- 
panded its manufacturing operations to include 
various types of bolts in addition to cap 
screws. The court found that Monarch 
could weather the storm of the thirties only 
because it specialized in the manufacture 
of difficult-to-make cap screws, which the 
big producers did not care to manufacture. 
In 1931 mergers and reorganizations re- 
sulted in a closer contact between bolt 
makers and screw makers. New machines 
were introduced, and to meet competition 
Monarch invented a cost-saving machine of 
its own. The first of these machines was 
delivered in 1939. Three more were put into 
operation in 1940 and 1941. 

The petitioner's average annual earnings in 
the base period were about 500 per cent of its 
average earnings in its entire history as a 
manufacturer of screws and bolts, except 
for its wartime experience. Earnings in 
any year of the base period were larger 
than those in any year from 1930 to 1935. 

Upon these facts the court (Judge Smith) 
came to the conclusion that “the evidence 
as a whole fail[ed] to make any strong 
showing that petitioner’s business was de- 
pressed to any great extent during any of 
the base period years. The mere fact that 
base period profits were not large, would 
not necessarily mean that the business was 
depressed. Particularly would this be true 
where, as in the instant case, large profits 
were not customary in the taxpayer’s his- 
tory. The situation might be different if 
the taxpayer had greatly expanded its busi- 
ness or made substantial capital outlays 
from which a proportionately larger return 
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of profits might reasonably have been ex- 
pected.” 


From the court’s opinion, which defined 
“normal earnings” as a standard “estab- 
lished over a reasonable length of time and 
under normal conditions by the taxpayer 
or by other taxpayers engaged in the same 
or a similar business under comparable con- 
ditions,” it follows that in order to qualify 
under 722(b)(2) proof must first be sub- 
mitted that base period net profits were 
actually below the long-range average of 
pre-base period earnings. 


The court indicated that “the situation 
might be different if the taxpayer had greatly 
expanded or made substantial capital out- 
lays from which a proportionately larger 
return of profits might reasonably have been 
expected.” There is, of course, the pos- 
sibility—not mentioned by the court—that 
such proportionately larger returns might 
also come from other pre-base period events 
involving neither a material expansion nor 
a considerable capital investment—for ex- 
ample, changes in management, operations, 
locations or competition, as well as changes 
in the taxpayer’s industry as a whole—that 
might particularly reflect upon the taxpayer. 


The court did not mention the importance 
of comparative profit history studies for the 
evaluation of a taxpayer’s economic situa- 
tion. Nothing in itself is normal. “Normal” 
is a word of rather vague meaning; it is like a 
fogbound reef in the way of the 722 case p‘lot. 


‘Normal Earnings’ Defined 


E. P. C. 6 explains “normal earnings” as 
follows: 


“With respect to taxpayers without suf- 
ficient experience, because of commence- 
ment or change in character of business 
during or immediately prior to the’ base 
period or commencement of business after 
the base period, normal earnings will be 
ascertained under base period conditions 
for the business so commenced or changed 
and will be determined as nearly as may be 
practicable in the light of experience of tax- 
payers of like nature and character.” 


There is every reason to apply the same 
Principle to the long-established taxpayer 
if it has undergone frequent operational or 
competitive changes or has an irregular ex- 
perience record. This would be in line with 
E. P. C. 6: 

“The ultimate objective in constructing 
normal earnings, stated broadly, may be 
reached by distributing to the taxpayer de- 
pressed by peculiar and unusual circum- 
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stances, the earnings it would have had 
under ordinary conditions during the base 
period in the absence of such depressing 
circumstances.” 


“In the absence of such depressing cir- 
cumstances,’ normal earnings during the 
base period might well be much higher than 
the pre-base period average of the taxpayer 
indicates. E. P. C. 6 considers such a pos- 
sibility expressly: 

“Conditions vary from year to year, and 
no one earnings level existing within a 
single year may ordinarily be taken as a 
reliable measure.” 


E. P. C. 13 (April 9, 1947) further ana- 
lyzes abnormal variation and growth in 
their relation to normal base period net 
income: 


“The determination of a ‘fair and just 
amount representing normal _ earnings,’ 
therefore, permits and requires the recog- 
nition of fluctuation, abnormal variation, 
and growth in establishing the standard for 
comparison.” 


In the Monarch case the court denied not 
only the existence of a base period depres- 
sion but also the existence of the price war 
which the taxpayer had claimed as a quali- 
fying event. Price wars are very hard to 
prove, especially when several competitors 
are involved and a great variety of articles 
is produced or sold. In the Monarch case 
the court relied on yearly average prices 
without explaining how they were established, 
how often the price fluctuations occurred 
and how wide they were during the year. 


The court found that the yearly average 
price for cap screws made by Monarch for 
the period 1934-1942 was $6.77 per thou- 
sand, while for the base period the price was 
$6.51 per thousand. These prices for bolts 
were, respectively, $8.63 per thousand and 
$8.73 per thousand. This led the court to 
the conclusion that Monarch’s prices were 
not depressed but were only the expression 
of keen competition and industrial progress. 
Apparently the court did not consider it 
material that the first three years after 
Monarch entered the bolt production field 
bolt prices were as follows (per thousand): 


RA Se $13.21 
J = elie RIA elaine aR 9.28 
RSI paige * 10.39 

PIVOT APO oo scene $10.96 


Compared with the 1934-1936 average, the 
base period average represents a 21.26 per 
cent reduction, which price decline does not 
correspond with the general index. 
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The court has also left unanswered the 
question as to where the border line is be- 
tween “keen industrial competition” and 
price war. Keen competition might also in- 
clude a price war as a temporary local expe- 
dient. Such a temporary local price war 
might well be destructive or fatal to some 
members of the industry without even dis- 
turbing the national industrial price index 
as a whole, and at the same time make the 
victims of the local price war eligible for 
relief under 722(b)(2). The court seems to 
have been somewhat handicapped by insuffi- 
cient evidence. 


Fish Net & Twine Company Case 


A year after the Monarch case the Tax 
Court rendered its decision in Fish Net & 
Twine Company [CCH Dec. 15,555], 8 TC 
96. Fish Net & Twine Company controlled 
approximately eighteen per cent of the do- 
mestic production of fish nets and netting. 
It claimed base period depression caused 
by unfair Japanese competition. As the 
volume of sales and gross profits was larger 
during the base period than during any 
prior period since 1930, the court concluded 
that the evidence did not support the tax- 
payer’s claim, and also refused to recognize 
the existence of a price war between Japa- 
nese products and domestic goods during 
the base period. The court found the fol- 
lowing facts. 

(1) Imports of fish nets and netting from 
Japan increased steadily from 120,000 pounds 
in 1932 to 280,000 pounds in 1935, and 
showed during the base period: 


A ae 408,000 pounds 
| Oe oe: 802,000 pounds 
| ee - 474,000 pounds 
BN 5 aiccutiee cat 719,000 pounds 


An agreement with the Japanese secured 
in 1938 a certain limitation on future im- 
ports, and in 1939 imports almost reached 
the agreed limit. 


(2) Japanese netting sold in the United 
States at about the cost of the raw material 
used for similar articles by domestic man- 
ufacturers. 


(3) The quality of the netting imported 
from Japan was originally poor in work- 
manship and materials as compared to do- 
mestic articles, but improved until 1938, 
after which time it was about equal to the 
quality of domestic netting. 

(4) The Fish Net & Twine Company, on 
October 24, 1938, listed prices which were 
lower than the corresponding prices in Jan- 
uary, 1934. Nevertheless, some of its cus- 
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tomers began to buy all of their goods from 
Japanese imports, though after 1938 Fish 
Net & Twine Company recovered some of 
its lost territory. 


(5) Relief was claimed under Sections 
722(b)(1), (2), (3) and (5), and the excess 
profits credit was reconstructed at about 
$60,000, or about twice the credit available 
under the invested capital method. Recon- 
struction was based on a ten per cent loss 
in sales price and a ten per cent loss in 
volume. All expenses were estimated to 
have increased an average of ten per cent. 


The court found that the taxpayer did 
not clearly differentiate a claim that its own 
business was depressed in the base period 
from a claim that its industry was depressed. 
According to the court, the record did not 
justify a finding that the latter claim was 
the case, as the domestic production aver- 
aged 2,000,000 pounds between 1931 and 
1935 and 2,500,000 pounds during the base 
period, as the taxpayer’s price reductions 
were in line with those of its domestic com- 
petitors and as it had not shown that its 
low prices were due to Japanese competi- 
tion. Furthermore, as the volume of the 
taxpayer’s net sales and gross profits during 
the base period was larger than for any 
period since 1930, the claim was denied. 
Certain details are, however, generally im- 
portant: 


(1) The years 1930 through 1933 showed 
rather heavy losses. Similar losses for the 
base period years were much smaller, de- 
spite generally higher officers’ salaries dur- 
ing the base period. 


(2) The only period during which Fish 
Net & Twine Company made substantial 
profits was from 1925 through 1929. A 
comparison of its operations for that period 
with its base period operations would in- 
dicate that the business was depressed dur- 
ing the base period, but evidence is lacking 
that such depression was due to Japanese 
competition. 

(3) A reduction of prices does not neces- 
sarily lead to the conclusion that business 
is depressed. The evidence in the case did 
not show that the domestic producers had 
to sell below cost during the base period. 


(4) The fact that some of the business 
was lost to Japanese competition did not 
justify the conclusion that the petitioner’s 
business was depressed, or that its indus- 
try was depressed, within the meaning of 
Section 722(b)(2), in the light of other 
evidence showing that its base period busi- 
ness was larger than it had been for a 
number of years preceding. “This is fatal 
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to the petitioner’s case because it was in- 
cumbent upon the petitioner to show either 
that its business was depressed during [the] 
base period or that the industry was de- 
pressed.” 


(5) Even if there had been such a failure 
of proof, the petitioner would have had to 
show that the alleged price war or competi- 
tion resulting from cheap fish nets imported 
from Japan was temporary or unusual in 
its own case, or in the case of the domestic 
fish net industry. The court mentioned 
finally that the petition also had other de- 
fects, among them failure to show what 
would be a fair and just amount represent- 
ing normal earnings to be used as a con- 
structive base period net income. 


Thus, the Tax Court has refused, in two 
entirely different cases, to recognize the 
existence of a price war as a qualifying 
event under Section 722(b)(2), without di- 
rectly defining the tax concept of price war. 
If a price war existed in either of the two 
cases, the petitioner apparently failed to 
convince the court of its existence as a qual- 
ifying event under Section 722. As price 
wars are qualifying events under Section 
722(b) (2), it would now be a desirable and 
important step for the Excess Profits Tax 
Council to interpret this relief feature and 
to explain its concept of that feature. 


Lamar Case 


A few months after its Fish Net & Twine 
Company decision, the Tax Court again de- 
cided a 722(b)(2) issue in Lamar Creamery 
Company, Inc. [CCH Dec. 15,749], 8 TC 928. 


Lamar Creamery Company, engaged in 
the business of manufacturing dairy products 
and bottling fluid milk, filed application 
for relief under Sections 722(b)(2) and 
722(b)(4). The company operated in East 
Texas. Sometime during the base period, 
Carnation had entered Lamar’s territory and 
had started to develop a new milk supply by 
offering farmers a higher price for raw 
milk and paying for the raw milk more than 
the selling price of the milk products. 
Therefore, Lamar was forced to close one 
of its three plants in 1937. 


The situation to which Lamar was ex- 
posed comes close to a price war, or may, 
perhaps, be termed a price war in reverse. 
This alone shows how wide is the scope of 
the term “price war,” and how difficult it is 
to use it without authoritative interpretation. 

Lamar claimed base period depression 
under Section 722(b)(2). The Tax Court, 
however, found itself “unable to agree with 


Section 722 (b) (2) 


these contentions. It is true that when 
Carnation opened its plant at Sulphur 
Springs it paid more for milk than peti- 
tioner and other milk companies in that 
territory had been paying and as a result 
thereof petitioner had to pay more for its 
milk thereafter. But could such competition 
be considered as a temporary economic cir- 
cumstance unusual in the case of petitioner 
or of the industry of which petitioner was 
a member? We do not think it can be so 
considered. Competition is present in almost 
any business. ... It is of the very essence of 
our capitalistic system. Petitioner’s com- 
petition with Carnation can hardly be con- 
sidered a temporary event. . . . Carnation 
had come to Sulphur Springs to stay. It 
built a plant at Sulphur Springs having a 
capacity four times that of petitioner’s plant, 
and in our opinion it became in a very real 
sense a permanent competitor of the peti- 
tioner in the milk-buying field.” 


Accordingly, Lamar’s claim under Section 
722(b)(2) was denied; but its 722(b)(4) 
claim was won for other reasons. In its 
decision the court did not differentiate the 
regular competitor who comes and stays 
from the competitor who also moves in 
permanently but, to secure the territory 
and to eliminate local competition previ- 
ously established, starts a temporary price 
war financed with means drawn from other 
territories in which the newcomer is already 
established. 


The Lamar decision makes it clear that the 
claimant has no case unless it can prove by 
preponderance of evidence that the qualify- 
ing event under Section 722(b)(2) was both 
unusual and temporary. 

With the publication of its decision in 
the Lamar case, the Tax Court had handed 
down three decisions affecting 722(b)(2) 
cases, all three against the taxpayers. This 
gloomy picture changed when, on June 29, 
1948, the court rendered its decision in Dyer 
Engineers, Inc., supra. 


Dyer Case 


Dyer Engineers, Inc., is a company of 
industrial engineers specializing in the in- 
stallation of incentive wage systems and 
payrolls and manufacturing controls andi in 
the establishment of standard hour perform- 
ances and wages with wage additions for 
increased output. Dyer Engineers, Inc., is 
by its very nature a unique enterprise. This 
makes comparisons and abstractions difficult. 

The Dyer system was recognized by the 
court as most favorable to labor. Dyer had 
installed its system from 1926 to 1933 in 


131 








some of the biggest plants of the metal 
work, rubber, steel and paper industries, labor 
and management cooperating. Before 1933 
Dyer had the unqualified cooperation of 
labor, up to that time mostly unorganized. 
With the NRA of 1933, the unionization of 
mass industries began, and later was further 
encouraged by the Wagner Act (1935). 
During the period from 1933 to 1939, inclu- 
sive, the United Automobile Workers and 
the United Electrical Workers, both CIO 
unions, were opposed to the Dyer system. 
The UAW still is opposed. During that 
period labor was, in general, opposed to 
the Dyer system; but during 1940 labor 
changed its attitude and, influenced partly 
by Dyer’s educational work, again began 
to cooperate. 


Labor’s resistence to Dyer’s system be- 
tween 1933 and 1939 rendered Dyer’s busi- 
ness unprofitable during that period, while 
after 1940 Dyer’s income and profits began 
to resume the normal rate of growth apparent 
prior to the depression. 


According to the findings of facts, Dyer’s 
average net income was as follows: 


A eer $67,541.56 
er 49,315.43 
oe ETO 6,090.89 
rr ee 29,149.68 


Dyer computed its constructive average 
base period net income under Sections 
722(b)(2) and 722(b)(5) at $43,844.62, based 
on a detailed reconstruction. 

On January 14, 1946, the Commissioner 
rejected the claim. This was before the 
creation of the Excess Profits Tax Council. 
The Tax Court, however, found and held 
that Dyer’s average base period net income 
was an inadequate standard of normal earn- 
ings, that its business was depressed during 
the base period because of temporary eco- 
nomic circumstances unusual in its case, 
and that the sum of $30,000 was the fair and 
just amount representing normal earnings 
to be used as a constructive average base 
period net income. 


The court, relying on its Monarch decision, 
found the case “comparatively simple.” It 
acknowledged the facts upon which Dyer 
based its claim. 


“By reason of the altered attitude of labor 
toward its employers and toward the use of 
the Dyer system during its base period and 
for two years prior thereto, the petitioner’s 
income was reduced drastically. In fact for 
the years 1936, 1938, and 1939, the petitioner 
suffered an operating loss. Looking at peti- 
tioner’s entire prior history, however, it 


seems at once apparent that the base years 
were not normal. Thus it is that at the first 
glance the facts in this case appear to bring 
the petitioner precisely within the scope 
and intendment of the statute.” 

Lucky the petitioner of whom the court 
speaks in such positive terms! Even the 
less fortunate, however, will not fail to 
consider the importance of the court’s rea- 
soning and conclusion. The court, disregard- 
ing all arguments brought forward by the 
Commissioner, held that $30,000 was a fair 
and just constructive average base period 
net income. The taxpayer had submitted 
evidence showing that $43,844.62 was the 
proper amount. Of the taxpayer, the court 
also said: “It also submitted much other 
pertinent and helpful evidence.” 

While the court did not explain how it 
actually arrived at its figure for constructive 
average base period net income, the follow- 
ing comparison is noteworthy: 


Petitioner’s computation ........ $43,844.62 
Average earnings 1940-1944...... 29,149.68 
Average earnings 1926-1935...... 49,315.43 
Tax Court’s computation ....... 30,000.00 


The court expressly stated, however, that 
it did not consider post-1939 earnings. Prac- 
titioners know from their own struggles 
that frequently their reconstructions, while 
free from any post-1939 consideration, will 
produce results which come close to the 
war-year average, disregarding, of course, 
direct and indirect war industries. 


Conclusions 


(1) Section 722(b)(2) claims will always 
be hard to prove, but will find the ear of 
the Tax Court if they are based on events 
which qualify under that subsection because 
they are unusual in the taxpayer’s expe- 
rience and in the experience of its industry 
and at the same time temporary, and if they 
are properly supported by a preponderance 
of “pertinent and helpful evidence.” 

(2) Until now the Tax Court has insisted 
upon measuring the taxpayer’s base period 
depression in the light of the taxpayer's 
own historical records. 

(3) The taxpayer must make the facts 
upon which it relies absolutely clear to 
the court. It should not leave it to the 
court to analyze or construct and find the 
qualifying events. They should be brought 
before the court. 

(4) Price wars have not, up to now, been 
a successful argument in support of Sec- 
tion 722(b)(2) claims. [The End] 
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WHERE IS A SALE MADE? 


By DONALD C. ALEXANDER 


G. C. M. 25131, REGARDING SOURCE OF INCOME ATTRIBUT- 
ABLE TO A SALE OF PERSONAL PROPERTY, IS A BENEFIT 
TO THE TAXPAYER, THIS AUTHOR BELIEVES. 





edbers-aag CORPORATIONS and non- 
resident aliens engaged in the business 
of buying or producing personal property 
outside the United States and selling it to 
American customers are subject to United 
States income taxation only if they sell 
their goods within the United States. 
(Code Section 119(e).) While the Internal 
Revenue Code, as well as the revenue acts 
that preceded it, thus makes taxability 
dependent upon the place of sale, like the 
earlier acts it gives no indication as to how 
that place is to be determined. 

Nor is the matter clarified in the Regula- 
tions. The first statutory expression that 
the place of sale decided the taxability of 
the transaction was contained in Section 
217(e) of the Revenue Act of 1921; Article 
323 of Regulations 62 (1922) explained this 
provision by the succinct statement, “The 
word ‘sold’ includes ‘exchanged’ and ordi- 
narily means the place where marketed.” 
Corresponding sections of later regulations, 
including the present Section 29.119-8 of 
Regulations 111, continued to define the 
word “sold” by substituting the word 
“marketed”; and unless “marketed” has 
some occult meaning when used in the 
Income Tax Regulations, it would seem 
that the Regulations state, 4 la Gertrude 
Stein: “The place where the property is 
sold is the place where the property is 
sold.” If this construction is not improper, 
it is apparent that court decision and ad- 
ministrative ruling must determine how the 
place of sale is to be ascertained. 


The first impression of both courts and 
Bureau was that the place of sale for tax 


purposes was the same as that for any 
other purpose, i.e., the place where owner- 
ship passed to the buyer. (E.g., R. J. Dorn 
& Company [CCH Dec. 4194], 12 BTA 1102 
(1928),. acq, ViLI-l CB 13: (1929)--E. ‘T. 
2068, III-2 CB 164 (1924); G. C. M. 2467, 
VII-2 CB 188 (1928).) Since there appears 
to be no reason, stemming from tax con- 
siderations, for the development of a special 
doctrine for tax purposes in this matter, 
it seems desirable, in order to attain cer- 
tainty and simplicity, that the tax place of 
sale be determined by the established rules 
of commercial law. 


The Bureau changed its mind, however, 
with the issuance of G. C. M. 8594, IX-2 
CB 354 (1930). The authorities relied on 
by the General Counsel to hold the parti- 
cular transaction in question taxable were 
various Supreme Court cases dealing with 
the constitutional issue of state taxation 
of interstate commerce, which holdings 
would seem of little relevance in ascertain- 
ing the proper interpretation of the word 
“sold” as used in a federal revenue act, 
and Compania General de Tabacos de Filipi- 
nas v. Collector of Internal Revenue, 279 
U. S. 306 (1929). The latter case concerned 
the imposition of a Philippine Islands in- 
come tax on a company which exported 
its products from the Philippines to the 
United States, and came up on review of 
the territorial court’s judgment that the 
taxpayer’s sales resulted in income from 
sources within the Philippine Islands. There 
was no statutory provision that income 
from a sale within the Islands would have 
a Philippine source. The parties had stipu- 


Mr. Alexander is an associate in the law firm of Covington, Burling, Rublee, 
Acheson & Shorb, Washington, D. C. 
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lated that the sales were made in the United 
States, subject to “confirmation and abso- 
lute control” in the Philippines. Finding 
that the ambiguous stipulation did not re- 
quire a reversal, the Supreme Court affirmed 
the territorial court. This decision was 
interpreted to necessitate a ruling that the 
phrase “place of sale” in the federal revenue 
acts be considered the place where the 
contract of sale was completed. 


Whether the reversal of the Bureau’s 
previous policy by G. C. M. 8594 was an 
example of proper statutory construction, 
or whether it might be regarded by tax- 
payers as merely a matter of revenue- 
raising expediency, the next seventeen years 
found a divergence of opinion between the 
Bureau and the courts. The courts con- 
tinued to hold that the transfer of owner- 
ship determined the place of sale. (East 
Coast Oil Company, S. A. [CCH Dec. 8775], 
31 BTA 558 (1934), aff’d [36-2 ustc J 9445] 
85 F. (2d) 322 (CCA-5, 1936), cert. den. 
299 U. S. 608 (1936); Exolon Company 
[CCH Dee. 12,188], 45 BTA 844 (1941); 
Ronrico Corporation [CCH Dec. 12,022], 44 
BTA 1130 (1941). ) 


Acting under its new rule that the place 
of execution of the contract was decisive, 
the Bureau sought to impose taxes on 
income derived from import and export 
transactions if the contract of sale was 
made in the United States. (E.g., I. T. 
2869, XIV-1 CB 113 (1935).) But in the 
interest of preventing diminution of the 
federal revenues, apparently it did not 
always apply its new doctrine when such 
application would result in a transaction’s 
being held nontaxable. And in G. C. M. 
13475, XIII-2 CB 224 (1934), holding that 
a sale was made in the United States 
although the contract was completed in 
Canada, the following heretical statement 
was made: 


“The physical operations, not the con- 
tract, are the substantial thing. That 
Congress in enacting the law was likewise 
looking to substance in the case of purchase 
and sale is a fair assumption. The use in 
the taxing statute of the word ‘sold’ with 
the word ‘produced’, and ‘sale’ with ‘pur- 
chase’, shows contemplation of the ordinary 
commercial processes whereby the manu- 
facturer of goods sells them to the con- 
sumer or middleman, and the middleman 
purchases and resells to the consumer or 
another middleman. The substance as well 
as the purpose of such purchases and sales 
is the passage of property in the goods.” 
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As further indication that the Bureau 
might be wavering in its support of its 
rule, in 1944 the Commissioner acquiesced 
in the Ronrico decision, supra. (1944 CB 24.) 


Promulgation of New Doctrine 


In 1947 the Bureau at last acceded to 
the consistent holding of the courts that 
the place of sale for tax purposes is the 
same as that for all other purposes. The 
Commissioner acquiesced in East Coast Oil 
Company, S. A., supra, and Exolon Com- 
pany, supra. (1947-2 CB 2.) The new 
doctrine was promulgated in G. C. M. 
25131, 1947-2 CB 85, which states that a 
sale ordinarily takes place at the point 
where the seller transfers his rights, title 
and interest to the buyer. Retention of a 
security title by the seller does not prevent 
the buyer from being regarded the owner 
for tax as well as for commercial law pur- 
poses upon transfer of the beneficial owner- 
ship and risk of loss to him; in this respect 
the G. C. M. follows Ronrico Corporation, 
supra. In addition, the G. C. M. contains 
an express statement indicating that this 
tax situation is no different from any 
other: mere compliance with the tax- 
exempt form for the sole purpose of avoid- 
ing taxation will not grant tax immunity. 
(Cf. Bazley v. Commissioner [47-1 ustc 
7 9288], 331 U. S. 737 (1947).) 


Objections to Reversal 


The announcement of the Bureau’s change 
to its original position, restoring a degree 
of certainty in the law and ending a long 
conflict between court and Treasury, re- 
ceived severe criticism in an article in the 
February, 1948 issue of this magazine. 
(Seghers, “Federal Income Taxes on 
Foreign Transactions and Foreign Persons,” 
Addendum, pages 121-122.) This article 
contends (1) that the Bureau should not 
change its long-standing position, (2) that 
the latest position is not in harmony with 
the Code and the Regulations and (3) that 
it is “confusion worse confounded.” To 
preclude any possible misunderstanding, an 
examination of these contentions appears 
in order. 


Defense 


(1) As to the first point, even if there 
had been reliance by the taxpayers and the 
public on the Bureau’s 1930-1947 position, 


(Continued on page 165.) 
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PRIMARY PROBLEMS 


IN PROPERTY TAX VALUATION 


By RALPH S. RICE . . . Professor of Law, University of Cincinnati 





THIS ARTICLE IS REPRINTED FROM THE MAY, 1948 ISSUE OF THE 
UNIVERSITY OF CINCINNATI LAW REVIEW. THE AUTHOR GRATEFULLY 
ACKNOWLEDGES THE ASSISTANCE OF CHARLES E. STEVENSON, STU- 
DENT AND RESEARCH ASSISTANT AT THE CINCINNATI LAW SCHOOL 


A PRIMARY REQUISITE for equitable 
operation of a system of property taxa- 
tion is uniformity in valuation of the prop- 
erty to be taxed, since, obviously, where 
inequality in valuation exists, some taxpay- 
ers will pay more than their proportionate 
share of the tax burden. 


It is clear that wide variations may exist 
among valuations within two taxing juris- 
dictions.” —This does not necessarily estab- 
lish that a person in one jurisdiction is pay- 
ing a disproportionate amount of tax; the 
dollar result may well be the same whether 
he is paying a high rate on a low valuation 
or a low rate on a high valuation, Also, 
he may pay more tax but obtain better 


governmental services in fire and police pro- 
tection, schools and other facilities. If he is 
treated as his neighbors are treated, his tax 
contribution in his jurisdiction will be pro- 
portionate.” 


But there is substantial evidence that 
within a single taxing jurisdiction substan- 
tial and unwarranted variations occur in the 
valuation of like properties. The conclu- 
sion is reached by comparing the recent sale 
price of one parcel of realty with its as- 
sessed valuation and that of various similar 
parcels of real estate, or simply by com- 
paring the valuations placed on representa- 
tive parcels of real estate with valuations 
on like parcels. In either case, the accuracy 





1This practice is familiar to all connected 
with property tax procedures, and has been 
noted in almost every discussion of the subject. 
Commerce Clearing House, Inc., for example, 
lists in each of its state tax reporters the per- 
centage of value at which property is said to 
be assessed in the municipalities in the state. 
The variations are substantial: in Ohio, for ex- 
ample, the proportions vary from 100 per cent 
in Ashtabula to thirty-three per cent in St. 
Martin. (CCH Ohio Tax Reports { 71-100.) For 
a compilation and analysis of some of the more 
extensively documented surveys, see Jensen, 
Property Taxation in the United States, pp. 
286-292 (1931). Analysis by state taxing officials 
are frequent. See, for example, the discussion 
of the debasement problem in Illinois by 
Stevens, ‘‘Full Value Assessment Program in 
Illinois,’’ 31 Bulletin of the National Tax Asso- 
ciation 116 (1945). 

These studies also illustrate a further defi- 
ciency in tax valuations: the almost universal 
tendency of assessors to underassess all prop- 
erty. This is due in a large measure to a desire 
of assessors to avoid litigation over disputed 
valuations, particularly in depression periods 
when valuations were established in times of 
prosperity. See Zangerle, ‘‘Analysis of Com- 
monly Accepted Evidence of Real Estate Valu- 


Property Tax Valuation 


ation for Tax Purposes,’’ CCH Ohio Tax Reports 
 20-331.4. If all taxpayers are undervalued 
proportionately, the problem is not acute. But 
it has been noted that variation between values 
of comparative properties within the same dis- 
trict is more common where there is general 
undervaluation than where there is general full 
valuation. Martin, ‘‘Property Tax Assessments 
in Kentucky Cities,’’ 31 Bulletin of the National 
Tax Association 25, 26 (1946); Allen, ‘‘Advan- 
tages to School Districts of Full Value Assess- 
ments Program in Illinois,’’ 32 Bulletin of the 
National Tax Association 194, 196, 197 (1947). 


2 Of course, if assessed valuation is made the 
basis for a state tax, inequality of assessment 
ratios among taxing districts within the state 
will mean that the taxpayers of a taxing dis- 
trict having a high assessment ratio will pay 
more than their proportionate share of the state 
tax. For this and other reasons, state tax 
commissions are frequently given power to 
supervise and equalize the assessments of taxing 
subdivisions of the state. Space does not per- 
mit an analysis of the problem of equalizing 
assessments among taxing jurisdictions; the 
following comments are directed primarily to 
equalizing assessments within a single taxing 
district. 
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of the survey in establishing disproportion- 
ate valuation will depend in large measure 
on the judgment of those making the sur- 
vey; in effect, it is a comparison of the 
judgment of the assessors with the judg- 
ment of the investigators. Some disparity in 
conclusions can thus reasonably be ex- 
pected. But the findings demonstrate a 
variance which is significant far beyond 
mere differences in individual judgments. 
An early compilation of such surveys re- 
vealed that valuations in thirty-three In- 
diana counties had decreased progressively 
from approximately forty-seven percent of 
sales value for properties worth less than 
$500 to twenty-eight per cent of value for 
properties worth more than $50,000, that 
rural realty in Minnesota was assessed at 
101 per cent of value for farms worth less 
than $5,000 and seventy-seven per cent of 
value for farms worth over $20,000, that in 
Virginia, urban property was assessed at 
fifty-three per cent of value while rural 
property was assessed at thirty-three per 
cent of value, and that in Kansas the assess- 
ment ratio for urban property ran about 
ten per cent higher than the ratio for farm 
property.* A recent study in Maine demon- 
strates that assessments in the cotton in- 
dustry equal eighty-two per cent of 
estimated fair value, as compared with an 
assessment of forty-two per cent in the 
shoe industry; in all industries, the ratio 
varied from five per cent to 100 per cent. 
A still more recent study in Virginia estab- 
lishes that while urban realty has an assess- 





3 Methods of conducting such surveys are com- 
pared in Palmer, ‘‘Assessment Ratios for Real 
Property Tax Equalization,’’ 30 Bulletin of the 
National Tax Association 152 (1945). 


* Jenson, op. cit., 283-307 (1931). See also the 
statistical study of assessment ratios by Silver- 
herz, The Assessment of Real Property in the 
United States (Special Report of the New York 
Tax Commission, No. 10) (1936), demonstrating 
the thesis that the tendency of assessors is to 
overvalue properties of low value and under- 
value properties of high value. 


5 Stevens, ‘‘Real Estate Taxation in Maine,”’ 
31 Bulletin of the National Tax Association 12 
(1946). 


® Marsh, ‘‘Industrial Taxation in Virginia,’’ 
32 Bulletin of the National Tax Association 226 
(1947). 


7 Centralization of supervisory authority over 
assessors to insure adherence to generally ac- 
ceptable standards is obviously desirable, al- 
though such a move is likely to meet with 
opposition from pressure groups in local sub- 
divisions. For a discussion of the problem in 
Minnesota, see Blakey and Blakey, ‘‘Minnesota 
Legislation to Improve Assessment Administra- 
tion,’’ 32 Bulletin of the National Tax Associa- 
tion 268 (1947). Other recent discussions include 
Jenks, ‘‘Professionalization of Assessors,’’ 29 
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ment ratio of seventy-nine per cent, machinery 


and tools are assessed at 58 per cent of 
actual value.° 


There are two principal explanations for 
the inequality demonstrated by such surveys: 

First, the administration of any law de- 
pends on the competence of those admin- 
istering it. Valuations are established by 
assessors who may or may not be under 
competent supervision, And assessors, often 
selected for uncertain tenure as a reward 
for political loyalty, have all too often lacked 
a professional, methodical and painstaking 
approach to their duties. The obvious cor- 
rection to be made in this area is to improve 
current selection, tenure, training and su- 
pervision of assessing personnel.’ 

Second, no formula has been established 
to control the application of specific theories 
of valuations to be used in specific cases. 
As a result, assessors have no uniform rules 
for valuation to guide them, and supervis- 
ing tax administrators and the courts can- 
not insure equality and uniformity by 
enforcing compliance with specified stand- 
ards of valuation. But such a formula has 
not been devised by the legislatures, the 
administrators or the courts. 


In one case administrators and courts may 
rely on the ascertainment of the fictitious 
price which a willing buyer would pay to a 
willing seller for the property; * in another 
case they may say that the actual or poten- 
tial income from real estate should be cap- 
italized to reach an appropriate valuation 





Bulletin of the National Tax Association 150 
(1944); Martin, ‘‘Property Tax Assessments in 
Kentucky Cities,’’ 32 Bulletin of the National 
Tax Association 25, 28 (1947). See also Schultz, 
American Public Finance, pp. 328 et seq. (1940). 

8It has been properly noted, in Turnley v. 
Elizabeth, 76 N. J. L. 42, 44, 68 Atl. 1094, 1095 
(1908), that the willing buyers under this theory 
are ‘‘hypothetical buyers, not actual and exist- 
ing purchasers.”’ If this be true, then the theory 
only puts the question: How shall the hypo- 
thetical price to be paid by the hypothetical 
buyer be determined? Yet the courts have often 
referred to the concept. (Somers v. Meriden, 
119 Conn. 5, 174 Atl. 184 (1934); Thaw v. Fair- 
field, 132 Conn. 173, 43 Atl. (2d) 65 (1945); Clar- 
ingbold v. Newark, 5 Boyce (Del.) 133, 90 Atl. 
1130 (1914), aff'd 5 Boyce (Del.) 507, 94 Atl. 
1102 (1915); First National Bank v. City 
Council, 136 Ia. 203, 112 N. W. 829 (1907); In- 
dustrial Lumber Company v. Oden, 147 La. 751, 
85 So. 901 (1920); Spear v. Bath, 125 Me. 27, 130 
Atl. 507 (1925); Massachusetts General Hospital 
v. Belmont, 233 Mass. 190, 124 N. E. 21 (1919); 
Alpena Power Company v. Caledonia Township, 
194 Mich. 622, 161 N. W. 829 (1917); In re De- 
linquent Taxes for 1920, 160 Minn. 209, 199 N. 
W. 968 (1924): State v. Russell-Miller Milling 
Company, 182 Minn. 543, 235 N. W. 22 (1931); 
Schulz v. Dixon County, 134 Neb. 549, 279 N. W. 
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for tax purposes.® In still other cases they 


may sustain a valuation based on replace- 
ment cost less depreciation or original cost 
less depreciation,” require allowances for 
functional or other obsolescence,” examine 
the prospective value of the property” or 
approve an arbitrary figure based on cubic 
feet and the nature of materials used in 
improvements to real estate, plus a similarly 
arbitrary valuation based on foot frontage of 
the land itself.* Even more important is 
the doctrine adopted by some courts which 





(Footnote 8 continued.) 


179 (1938); Turnley v, Elizabeth, supra; Long 
Dock Company v. State Board, 78 N. J. L. 44, 73 
Atl. 53 (1909); Griffith v. Newark, 125 N. J. L. 
57, 13 Atl. (2d) 860 (1940); People ex rel. Strong 
v. Hart, 216 N. Y. 513, 111 N. E. 56 (1916); State 
ex rel. Attorney General v. Halliday, 61 Ohio St. 
352, 56 N. E. 118 (1899); Pennsylvania Com- 
pany’s Appeal, 282 Pa. 69, 127 Atl. 441 (1925); 
Appeal of American Academy of Music, 321 Pa. 
433, 184 Atl. 657 (1936); Metropolitan Building 
Company v. King County, 62 Wash. 409, 113 Pac. 
1114 (1911); State v. Petrick, 172 Wis. 82, 178 
N. W. 251 (1920) (holding that a golf course 
costing $25,000 should be taxed as meadowland 
because no buyer for the property existed at 
the time); Northwestern Mutual Life Insurance 
Company v. Weiher, 177 Wis. 445, 188 N. W. 598 
(1922). See also General Electric Company v. 
Erie, 110 Pa. Super. 206, 168 Atl. 534, 536 (1933), 
holding that ‘‘the proper test should be what he 
who needed such a reservoir would be willing 
to pay for it’’; Bonbright, Valuation of Prop- 
erty, Vol. 1, pp. 65, 462 (1937); and Note, 18 
New York University Law Quarterly 102 (1940) 
citing a number of New York decisions on this 
and other theories of tax valuation.) 


° South Utah Mines and Smelters v, Beaver 
County, 262 U. S. 325 (1923): Cincinnati South- 
ern Railroad Company v. Guenther, 19 F. 395 
(1884); Somers v. City of Meriden, supra; Clar- 
ingbold v. Newark, supra; Frankfort v. State 
National Bank, 300 Ky. 620, 189 S. W. (2d) 942 
(1945); State v. Illinois Central Railroad Com- 
pany, 27 Ill. 64 (1861); Sanitary -District v. 
Young, 285 Ill. 351, 120 N. E. 818 (1918); People 
ex rel. McDonough v. Union Lime Works, 361 
Ill. 304, 198 N. E. 1 (1935); State ex rel. Atty. 
Gen. v. Halliday, supra. 


"” Underwood Typewriter Company v. Hart- 
ford, 99 Conn. 329, 122 Atl. 91 (1923); Cohn v. 
Hartford, 130 Conn. 699, 37 Atl. (2d) 237 (1944); 
Sweet v. Auburn, 134 Me. 28, 180 Atl. 803 (1935) ; 
Essex County v. Lawrence, 214 Mass. 79, 100 
N. E. 1016 (1913); Waltham Watch & Clock 
Company v. Waltham, 272 Mass. 396, 172 N. E. 
579 (1930); In re Delinquent Taxes for 1920, 
supra; Sioux City Bridge Company v. Dakota 
County, 105 Neb. 843, 182 N. W. 485 (1921), rev’d 
on other grounds 260 U. S. 441 (1923); Winne- 
pisogee Lake Cotton & Woolen Manufacturing 
Company v. Gifford, 64 N. H. 337, 10 Atl. 849 
(1887): Central Railroad Company v. State As- 
sessors, 49 N. J. L. 1, 7 Atl. 306 (1886); People 
ex rel. D. L. & W. R. Company v. Clapp, 152 
N. Y. 490, 46 N. E. 842 (1897); People ex rel. 
New York Stock Exchange Building v. Cantor, 
221 App. Div. 193, 223 N. Y. Supp. 64, 69 (1927), 
aff'd 248 N. Y. 533, 162 N. E. 514 (1928) (indi- 


Property Tax Valuation 


requires the administrative body establish- 
ing value to consider all or a number of the 
foregoing theories,“ and thus encourages 
the tax administrator to emulate Leacock’s 
Lord Robert, who mounted his horse and 
rode off madly in all directions. Considera- 
tion of theories of tax valuation is also com- 
plicated by a correlative rule, apparently 
applied at random, that the valuation theor- 
ies are unimportant, and that a taxpayer 
may obtain judicial review of excessive val- 
uation only when he demonstrates that the 





cating that this theory was controlling although 
original cost and production power were ‘“‘legiti- 
mate elements to be considered’’); Central 
Realty Company v. Board of Review, 110 W. Va. 
437, 158 S. E. 537 (1931); State ex rel. Gishoff 
Machine Company v. Norsman, 168 Wis. 442, 
169 N. W. 429 (1918); State ex rel. Pierce v. 
Jodon, 182 Wis. 645, 197 N. W. 189 (1924). It is 
difficult to reconcile this approach with the 
Weiher and Petrick cases cited in footnote 8, 
supra, Cost of replacement is frequently said 
to be the ceiling of property value—e.g., Jones, 
“Valuation of Real Property—Loan v. Tax Pur- 
poses,’’ TAXES—The Tax Magazine, January, 
1941, p. 33. A number of cases are collected in 
a note at 104 A.L.R. 790. 


1-E.g., in B. F. Keith Columbus Company v. 
Board of Revision, 148 Ohio St. 253, 74 N. E. 
(2d) 359 (1947). 


122 This element was given more weight in the 
earlier decisions. Compare Pierce v. Santa Bar- 
bara County, 40 Calif. App. 302, 180 Pac. 641 
(1919); Soco Water Power Company v. Buxton, 
98 Me. 295, 56 Atl. 914 (1903); Benoist v. St. 
Louis, 15 Mo. 668 (1852); State v. Flavell, 24 
N. J. L. 370 (1854), and Slatersville Finishing 
Company v. Greene, 40 R. I. 410, 101 Atl. 226 
(1917), with People ex rel. Strong v. Hart, su- 
pra, and Finch v. Grays Harbor County, 121 
Wash. 486, 209 Pac. 833 (1922). See also Wilcox 
v. Town of Madison, 106 Conn. 223, 137 Atl. 742 
(1927), cert. den. 276 U. S. 606 (1928); People 
ex rel. Empire Mortgage Company v. Cantor, 
197 App. Div. 437, 189 N. Y. Supp. 646 (1921), 
aff'd 234 N. Y. 507, 1388 N. E. 425 (1922). 


13 E.g., Northwestern Mutual Life Insurance 
Company Vv. Weiher, supra, footnote 8. The 
courts have made few decisions on this point, 
although original and reproduction costs are 
frequently established through this method. See 
infra, footnote 26, and text, as to the prevalence 
of this procedure. 


144 Underwood Typewriter Company v. Hart- 
ford, supra; Somers v. Meriden, supra; Claring- 
bold v. Newark, supra; Sweet v. Auburn, supra; 
Essex County v. Lawrence, supra; People ex rel. 
New York Stock Exchange Building v. Cantor, 
supra; People ex rel. Amalgamated Properties 
Inc. v. Sutton, 274 N. Y. 309, 8 N. E. 2d 871 
(1937): In re Board of Water Supply of New 
York, 277 N. Y. 452, 14 N. E. 2d 789 (1938) (a 
condemnation case); PennsyWwania Stave Com- 
pany’s Appeal, 236 Pa. 97, 84 Atl. 761 (1912); 
Utah-Idaho Sugar Company v. Salt Lake County, 
60 Utah 491, 210 Pac. 106 (1922). Note also the 
discussion of ‘‘fair’’ market value in Connecti- 
cut Savings Bank v. New Haven, 131 Conn. 575, 
41 Atl. (2d) 765, 768 (1945). As to Wisconsin 
cases, see 12 Wisconsin Law Review 54 (1937). 
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assessors have been guilty of intentionally 
disproportionate valuation.” 


Such a hodgepodge of independent theor- 
ies does little to enlighten the serious stu- 
dent of tax economics and theory; it may 
be expected to do less for the assessor. 
Moreover, it does not enlighten the tax 
practitioner confronted with predicting the 
probable result of an appeal to the courts 
from an administrative determination;—a 
prediction made unusually hazardous by the 
possibility that an administrative body, sup- 
ported by the courts, may increase as well 
as decrease the valuation and impose an 
even more onerous burden on his client. 
He may, accordingly, refrain from prosecut- 
ing a claim of excessive valuation even 
when it reasonably appears that an im- 
proper valuation has been applied by the 
tax administrators. The frustration of at- 
torney and client in such circumstances 
evokes criticism of legislative, judicial and 
administrative concepts of value. Complaint 
is made that it is impossible to ascertain 
what the legislature intended to establish 
as the proper measure of valuation for many 
types of property; that the administrators, 
in establishing valuations, resort to intuitive 
appraisals based on tax valuation theories 
selected without plan or consistency; and 
that once an administrative body has estab- 
lished a valuation, it is impossible to predict 
the extent to which a court will review its 
determination. Here, again, is voiced the 
demand for a formula for selection of ap- 
propriate theories of valuation in specific 
cases, to be utilized by legislatures, ad- 
ministrators and courts. 


Neither the need for such a formula nor 
the difficulties in establishing it have been 
explicit in the minds of counsel, the ad- 
ministrators or the courts. Accordingly, it 
is the purpose of this article to appraise 
the circumstances which have resulted in 
the present situation, by a necessarily brief 
and general review of the respective prob- 
lems of these authorities. 


Problems of Legislature 


It is elementary, of course, that the basic 
problem of all taxation is to ascertain who 
must pay for the expenses of the govern- 
ment. That problem is initially treated by 
the legislature, which adopts a general for- 





1 Sioux City Bridge Company v. Dakota 
County, supra; People ex rel. McDonough v. 
Grand Trunk Western Railroad Company, 357 
Ill. 493, 192 N. E. 645 (1934); First Trust Com- 
pany of St. Joseph v. Wells, 324 Mo. 306, 24 
S. W. (2d) 108 (1929); City of Roanoke v. Gib- 
son, 161 Va. 342, 170 S. E. 723 (1933). 
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mula for taxation. It is a problem of many 
economic facets, since the burden of the tax 
can be borne only by those who possess 
financial ability to pay. It involves admin- 
istrative considerations, for the most per- 
fect tax theory may break down if no 
workable arrangements can be made to insure 
payment of the tax by the public with a 
reasonably low cost of collection. It in- 
volves social compulsions, for the effect of 
taxing property, income or transactions 
may represent an effective method of dis- 
couraging or encouraging public conduct 
considered desirable or otherwise. And it 
involves a realistic acceptance of political 
pressures to include certain groups in, or 
to exclude them from, tax burdens claimed 
to be oppressive or disproportionate. Thus, 
an income tax may be adopted to insure 
adequate contributions to the expense of 
government from persons who do not own 
property in proportion to their income and 
hence pay little or nothing for the support 
of government except indirectly through in- 
creased rental costs, higher prices for con- 
sumer goods, etc. Likewise, a sales tax 
may be adopted to insure contributions from 
those persons having little income and own- 
ing no tangible property. In these areas the 
legislature can, and usually does, make an 
unequivocal .determination respecting the 
social, economic and political problems in- 
volved. Courts and administrators may 
thus ascertain, with at least a relative de- 
gree of exactitude, the intention of the legis- 
lature as to the amount of the tax and the 
persons who are to bear the tax burden. 


But in the case of the property tax, the 
intention of the legislature is generally ex- 
pressed in statutes requiring that the tax 
be based on the “fair market value,” “fair 
value,” “cash value” or “actual value” of the 
property.” The adjectives describing “value,” 
however, are less than enlightening. They 
indicate the desire of the legislature that the 
price which a willing buyer would pay to a 
willing seller be at least a starting point 
for establishing a tax base. This does not, 
however, mean that sale price ot property 
is to be controlling, or even that sale price 
is always relevant.” In relatively few cases 
will the property taxed be sold so proxi- 





1% The language of the various statutes is set 
forth in Tax Systems (11th Ed., 1948), pp. 140- 
153, published by Commerce Clearing House, 
Inc. For an earlier (1930) and more comprehen- 
sive compilation, see National Industrial Con- 
ference Board, State and Local Taxation, pp. 
96-102 (Table 2). 

17 A substantial number of courts have held 


that value of a specific parcel of realty cannot be 
established by reference to the sale price of 
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mately to tax day as to insure that the 
sales price is directly related to current 
value; and even then the actual sale price 
may not reflect a “fair” or “market” price 
for the property, as in the case of so-called 
“sucker” or distress sales. Hence, the 
“value” of real estate to be taxed must 
necessarily be judged by an established 
sales price for another parcel of real estate. 
But “market” or “cash” value can be estab- 
lished in reference to general sales prices 
only for identical things—pounds of butter 
or bushels of wheat; and two pieces of real 
property are almost never identical. The 
worth of land varies according to its loca- 
tion, physical condition as respects fertility 
and drainage, number of lots or acres held 
for use as a unit, and other factors. Even 
on the assumption that a standard “market” 
value exists for land, it is rare indeed that 
improvements on land are identical so that 
any “market” can be established. It is thus 
imperative in almost all cases that addi- 
tional theories of valuation be utilized to 
supplement reference to sales of compar- 
able property in establishing the tax value 
for real property. 

The legislative references to “value,” of 
course, furnish no standards by which the 
administrator may select such _ theories. 
This lack of legislative guidance is general 
even where the same type of properties 
is involved; it is still more marked where 
differences appear in the use to which prop- 
erty is put. Such differences in use may 
well furnish the basis for differences in the 
extent to which owners of the various 
classes of property should contribute to the 
support of government. Valuation of an 
apartment house may well be established 
by capitalizing net income, but valuation of 
a vacant lot held for speculation can hardly 
be so established. The front-footage rule on 
land, combined with the rule of original or 
reproduction cost less depreciation on build- 
ings, may well establish the “value” of a 
modest dwelling in a new development, but 
will hardly be appropriate for a twenty-room 
mansion in a dilapidated neighborhood, or 
for a paper mill where the property may 
have peculiar value because of the purpose 
for which it is used. Replacement cost less 
depreciation may well establish a fair valu- 
ation for a manufacturing plant used for the 
specific purpose for which it is constructed; 
but if the taxypayer uses the plant for a 





(Footnote 17 continued.) 

other—even similar—property. The majority of 
courts hold that such evidence is admissible, but 
it is obviously not conclusive. The cases are 
collected in an exhaustive study at 118 A.L.R. 
871 (1939). 
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purpose for which it is not intended, pre- 
sumably he will replace the plant with one 
specifically adapted to the substituted use. 
It would be patently unfair to measure his 
tax by the replacement cost of a structure 
he would never replace.” 


The social ideologies, political pressures, 
economic compulsions and inherent fair- 
ness of the tax in each of these situations 
may vary as much within the field of prop- 
erty ownership as between the property tax 
and other forms of taxation. But no stat- 
utory direction is given as to whether, or 
to what extent, such differences in use may 
result in differences in tax liability.” 

The loose statutory definition of “value,” 
which leaves to administrators and courts 
the burden of selecting appropriate theories 
of valuation, may be thought to demonstrate 
a too casual consideration of the problem 
by the legislature. It might be suggested 
that the legislature should establish dif- 
ferent valuation standards and perhaps rates 
(as they have established different rates for 
intangibles and some personal property)” 
to be applied to certain uses made of real 
property. Yet it seems probable that a 
legislature cannot compartmentalize the 
various types of use of real property so as 
to furnish a basis for a different tax treat- 
ment. Such compartments would often 
overlap. Land held primarily for price ap- 
preciation might be producing slight income 
as a parking lot; it would be unfair to treat 
such land as if it were held solely either 
for appreciation or for current production 
of income. But there is a more compelling 
reason. A myriad of circumstances have 
been thought to contribute to the public 
understanding of the “value” of property: 
time of assessment, location, use, original 
cost, cost of replacement, availability and 
quality of other property in the same class, 
book value, extent of depreciation and rec- 
ords of sales of similar property. Attempting 
to formalize rules which would give proper 
effect to these factors, each of which may 
relate to the general concept of “value” in 
a specific case, would be like attempting 
to establish a legislative standard of negli- 
gence which would automatically resolve in 





18 A discussion of general problems in valua- 
tion of buildings created for special purposes 
is included in Nichols, ‘“‘Two Problems in Tax 
Valuation,’’ 24 Boston University Law Review 1 
(1944). , 

19 For a brief discussion of sociological aspects 
of valuation, see Bonbright, op. cit., Vol. 1, 
Ppp. 451-450. 

20 See Leland, The Classified Property Tax in 
the United States (1928). Current statutes in- 
cluding such provisions are compiled in Tax 
Systems, pp. 140-153. 
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advance the rights and liabilities of persons 
in an automobile accident. 


Moreover, the difficulty of administration 
and avoidance of manifestly unfair results 
has in large part nullified a probable legisla- 
tive intention that “market” (sales) value 
should be the sole criterion; there was simply 
not enough “play in the joints” so that the 
standard could be applied equitably to all 
types of property. There is no reason to 
believe that the establishment of different 
standards for each of different types of 
property would be more successful unless 
the lawmaking body were possessed of ex- 
traordinary vision in establishing classifi- 
cations of property to which appropriate 
theories of valuation might be applied. Leg- 
islative time is short, the problem is com- 
plex, and few legislatures are omniscient. 
Early legislative attempts to classify stand- 
ards for valuation of different types of real 
property (as distinguished from classifica- 
tion for intangibles and personal property) 
have been discarded.” 


Thus, the general statutory direction that 
the property tax must be measured by the 
“market” or other “value” of property can 
hardly be made more specific by the legis- 
lature. The result is that there is no legis- 
lative guide as to whether or not the 
legislature intends measurement of the prop- 
erty tax to depend on the nature of the 
property and its use; nor, if such differ- 
entiation was intended, is there any clue 
as to the nature and extent of the differen- 
tiation authorized. The problems of valua- 
tion thus illustrate the ever more familiar 
phenomenon of statutes necessarily drawn 
in general terms by a legislature and sup- 
plemented extensively in practice by admin- 
istrative and judicial decisions made without 
substantial guidance from the lawmaking body. 





21 See Leland, op. cit., Chapter IIT. 

*=In many areas, complete responsibility for 
tax valuations has been placed in city, village, 
town and school district officials, so that no 
centralized administration may be undertaken, 
even on the county level. Some of these assessors 
have fcllowed the general procedures described 
in the text; some have assessed intuitively with- 
out established procedures or even records. See 
Silverherz, op. cit., Chapters III-XIII. Analysis 
of ‘‘administrative procedures’’ in the latter 
cases is obviously impossible. 

23 A strict compliance with siaiutory require- 
ments that a designated person establish the 
valuation for each item of property in the tax- 
ing district is obviously impcssible; yet some 
state courts have imposed this requirement on 
county auditors. [Boeckling v. Schwer, 122 Ohio 
St. 40, 170 N. E. 648 (1930); People ex rel. Cut- 
more v. Harding, 333 Ill. 384, 164 N. E. 847 
(1929): State ex rel. Milwaukee Land Company 
v. Taylor, 171 Wash. 352, 17 Pac. (2d) 884 (1933). 
The difficulty is further increased by frequent 


Problems of Administrator 


A tax administrator seeking to apply the 
legislative standard of “value” to establish 
a base for property taxes must establish 
procedures under which his personnel are 
to make necessarily subjective judgments 
respecting the determination of value for 
tax purposes.” Starting from the standard 
of “market value” and similar statutory 
definitions, the administrator might inves- 
tigate recent sales of real and personal 
property, analyze the similarities and dif- 
ferences between property recently sold and 
specific items of property subject to taxa- 
tion, and thus establish the value of the 
property to be taxed. To follow this course 
with respect to innumerable items of real 
and personal property is made difficult, of 
course, by the limitation of manpower and 
time.” Moreover, it is by no means certain, 
even if this course of procedure should be 
followed, that the administrators could es- 
tablish a “market value” for the property 
to be taxed which would be proportionate 
to the values for other property in the 
taxing district. As has been noted, a sale 
of one lot between a willing buyer and a 
willing seller for a stated price is significant 
with respect to the “market value” of an- 
other lot only if proper adjustment is made 
for differences between the lots in their lo- 
cation, nature, size and improvements, and 
in the general opinion of the public as to 
their desirability.” 

The administrator, therefore, seeks to es- 
tablish, without legislative guidance, other 
procedures designed to establish tax valua- 
tions in the most efficient and impartial 
manner. Where personal property and in- 
tangibles are involved, he normally accepts 
the return of the taxpayer listing the nature 





fluctuations in property values in the taxing 
jurisdictions This may arise through a general 
inflation or depression, or through purely local 
conditions. In either event, accuracy in valua- 
tion would require that the sales price bases for 
the preceding years be discarded and new bases 
sought in sales prices reflecting changed condi- 
tions. The simple fact is that it is administra- 
tively impossible for the tax administrator to 
obtain or pay the salaries for assessing person- 
nel to make annual or even frequent assess- 
ments. 


** Frequently the courts have declined to give 
controlling weight even to a recent sale price 
of the property taxed. See Thaw v. Fairfield, 
supra; Twenty-two Charlotte, Inc. v. Detroit, 
294 Mich. 275, 293 N. W. 647 (1940); Plainfield 
v. Board of Tax Appeals, 127 N. J. L. 5, 20 Atl. 
(2d) 651 (1941): Prestonberg Water Company 
v. Prestonberg, 279 Ky. 551, 131 S. W. (2d) 451 
(1939): Kaemmerling’s Appeal, 282 Pa. 78, 127 
Atl. 439 (1925): State ex rel. Collins v. Brown, 
£25 Wis. 593, 275 N. W. 455 (1937). 
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and value of the property held, with some 
formal review of the returns of larger 
amounts where intangibles, heavy machin- 
ery or inventories are involved.” Essentially 
this is a matter of discovery; in the vast 
majority of the cases it is simply not ad- 
ministratively possible to review personal 
property from a valuation standpoint except 
where investigation is indicated on the face 
of the taxpayer’s return. Still less is it pos- 
sible, if investigation has once established 
the value of personal property, to make an 
annual review to establish accurately the 
extent to which the passing of time has 
affected the “market value’ of the property. 

With respect to rural real property, the 
administrator may select, where possible, a 
parcel for which a recent sales price is 
available and value other real property by 
reference to this price, making an adjust- 
ment for variations between the two parcels. 
Where valuation of urban property is at 
issue, it is usual to establish (by recent 
sales price) the value of an area thought 
to be representative, and to translate this 
value into terms of front or square footage. 
The footage figure for the area is then ad- 
justed according to the location, size, nature 
and general desirability of the property to 
be taxed. The value of the improvements 
on the property presents a more complex 
problem. In urban areas, this valuation is 
often established by construction cost ar- 
rived at by considering cubic footage and 
the quality and nature of the construction, 
with an annual allowance for depreciation.” 
The latter technique, of course, has nothing 
to do with sales value of any property; 
it is a theory directed toward a more gen- 
eral concept of value, dictated by adminis- 
trative necessity. 





* For recent discussions of some of the prob- 
lems in this field see Turner, ‘‘Valuation of 
Rural Tangible Personal Property.’’ TAXES— 
The Tax Magazine, January, 1947, p. 68, and 
Ellis, ‘‘Valuation of Inventories for Tax Pur- 
poses,’’ ibid., p. 74. Valuation procedures are 
also discussed and extensive references cited in 
Bonbright, op. cit., and Graves, Financing Gov- 
ernment (1945), pp. 86-87. 

* A description of the system and a compre- 
hensive collection of the authorities is found in 
Luce, ‘‘Real Property Assessment,’’ 35 Michigan 
Law Review 1217, 1228-1231 (1937). An element- 
ary but practical discussion is also contained in 
Emerson, ‘‘Revaluation and Equalization of Real 
Estate Taxes in a Small Municipality,’’ 30 Bulle- 
ton of the National Tax Association. 284 (1945). 
The results of these procedures in Utah are de- 
scribed in Wilson, ‘‘Statewide Reappraisal of 
Buildings in Utah for Assessment Purposes,”’ 31 
Bulletin of the National Tax Association 4 
(1945). For a general review of assessment 
practices respecting urban realty, see Property 
Taxes (1940), issued by the Tax Policy League, 
Chapter XVII. 
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The need for designating which theories 
of valuation will be used to supplement 
the basic approach of the administrator is 
manifest. In many cases the crucial issue 
in establishing a valuation under the above 
procedures concerns the nature and extent 
of the difference between the property to 
be taxed and the property for which a 
“value” is accepted by the administrator. In 
other cases, the primary problem is to es- 
tablish the extent to which the dollar value 
of urban improvements to real estate may 
vary from original cost less depreciation. 
Unless the administrator can designate tax 
theories under which assessors may ap- 
proach a uniform result in establishing 
“market” or other “value” in these cases, 
tax valuations may depend altogether on 
the intuition of the appraiser or the board 
of revision. There is no other way to mini- 
mize the equation of subjective judgment 
(and fallibility) in the establishment of tax 
valuation. Any other procedure would in- 
vite further public imprecations against “ad- 
ministrative absolutism” and “a government 
of men, rather than a government of laws.” 


It is thus pertinent to inquire whether 
the administrator can practicably establish 
formulae for the selection of theories of 
tax valuation. It has been noted that the 
legislature cannot set up, in advance, spe- 
cific theories of valuation which will be con- 
trolling as to real property used for specific 
purposes. The tax administrator, unlike 
the legislature, has time to study the prob- 
lem and has the assistance of skilled per- 
sonnel. Moreover, he is thoroughly familiar 
with the problems of tax valuation as they 
arise on a day-to-day basis. Yet every 
practitioner knows that it is impossible to 
predict in advance what effect will be given 
to each of the many theories of valuation 
which may be relied upon by administra- 
tive bodies. 


The reasons for the failure of adminis- 
tratgrs to clarify their selection of stand- 
ards of value are not difficult to determine. 
The absence of legislative direction is criti- 
cal, and the difficulty is intensified by an 
imperfect public understanding of the ne- 
cessity for judicial and administrative legis- 
lation in the field. To these deficiencies 
must be added a third and most important 
factor: The stuff of which decisions are 
made in this type of judicial legislation in- 
volves the experience of the past in fields 
such as economics, ethics and public finance, 
whether or not such considerations appear 
in the published decisions of administrative 
bodies or the courts. And the data avail- 


able from experts in economics, ethics and 
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public finance are inadequate and inconclu- 
sive. There are no “right” answers. More- 
over, the answers may vary according to 
the respective standards of ethics and the 
economic, social and governmental views 
of.courts and administrators in each of the 
forty-eight states. 

Most important of all, the nature of val- 
uation is essentially intuitive. It is so rec- 
ognized in all areas of the law. Where a 
recovery for the condemnation of real prop- 
erty is sought in a civil action, the contend- 
ing parties support their claims by the 
testimony of “experts.” The question of 
value is normally resolved by a jury which 
also decides on an essentially intuitive basis. 
There is little more reason to expect tax 
valuations consistently to reflect established 
formulae for application of tax valuation 
theories than to expect consistent valuations 
from the verdicts of juries (and judges) in 
condemnation, rate-fixing and ordinary prop- 
erty damage litigation. The subjective na- 
ture of the valuation process is no less the 
primary limitation on administrative rules 
for valuation than it is for legislative rules 
for valuation. 


Problems of Courts 


The valuation of real estate is a part (in- 
deed, one of the earliest manifestations) of 
the administrative process, and resembles 
the establishment of rates, regulation of se- 
curity transactions and control of the liquor 
traffic, in that the purpose of the adminis- 
trator is to put into action directives which 
are necessarily expressed in general terms 
by the legislature. 

It is common knowledge among students 
of the administrative process that many 
administrative conclusions are almost com- 
pletely subjective in nature. When a judicial 
body is impelled to revise such conclu- 
sions a strange and wondrous rationale is 
likely to result. Judges have often paid at 
least lip service to the presumed expertise 
of the administrative body, accorded its de- 
cisions finality on the “facts” and sought to 
discourage a flood of appeals by informing 
litigants of the type of cases in which their 
remedies have, for practical purposes, been 
exhausted at the administrative level. On 
the other hand, the courts have demonstrated 
a very human tendency to re-establish the 
interests of litigants which have been im- 
paired by what the courts have considered 
unwise or inadequate determinations of ad- 
ministrative bodies. As a result, the courts 
have engrafted exceptions on the general 
rule supporting administrative finality. Since 
the exceptions are tailored to fit the facts of 
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specific cases, it is not surprising that schol- 
ars have experienced some difficulty in cre- 
ating an orderly and well-balanced structure 
of legal principles to predict what a court 
will do in this field. 

In no area of administrative activity is 
this quicksand of precedent more apparent 
than in those cases involving valuations for 
tax purposes by local assessors and boards 
of revision. Here, in addition to the usual 
problems of judicial review, the courts must 
also measure the equities of the taxpayer 
against the needs of government for a con- 
sistent and measurable flow of revenue. The 
following discussion of the approaches which 
the courts have used denotes the extent of 
judicial review.” 

One approach to the problem is to invoke 
the standard. concept in administrative pro- 
ceedings that the findings of the adminis- 
trator as to the “facts” are conclusive if 
supported by the evidence, that the ultimate 
finding of “value” is a “fact,” and that ac- 
cordingly the court will not interfere with 
the valuation of the administrative body un- 
less fraud is shown or the findings are not 
supported by substantial evidence.” In the 
absence of controlling precedent, the court 
will enjoy the greatest latitude in determin- 
ing whether there is “substantial evidence” 
to support the valuation; and precedents 
are easily distinguished in cases calling for 
the multiple factors of legal theories, expert 
opinion and variant fact situations present in 
tax valuation problems. 





77 In many states, statutes suggest the extent 
of judicial review of administrative action: e.g., 
the Ohio General Code, Section 5611-2, author- 
izes the Ohio Supreme Court to reverse a deci- 
sion of the Board of Tax Appeals only if it is 
‘“‘unreasonable or unlawful.’’ This, of course, 
leaves to the court substantial opportunity for 
the exercise of discretion as to the scope of 
judicial review in tax matters. This discussion 
is limited to a consideration of such general 
questions of judicial review of tax valuations, 
exclusive of more specific statutory provisions 
on the subject. 

*°The rationale of the courts is not always 
explicit but the text appears to be supported 
in the following decisions: Orient Insurance 
Company v. Board of Assessors, 221 U. S. 358 
(1911); Chicago Great Western Railway v. Ken- 
dall, 266 U. S. 94 (1924); Rowley v. Chicago & 
North Western Railway, 293 U. S. 102 (1934); 
Skagit County v. Northern Pacific Railroad, 61 
F. (2d) 638 (1932); Oglesby v. Chandler, 37 Ariz. 
1, 288 Pac. 1034 (1930); Miller and Lux v. Rich- 
ardson, 182 Calif. 115, 187 Pac. 411 (1920); 
L. W. Blinn Lumber Company v. Los Angeles 
County, 216 Calif. 474, 14 P. (2d) 512 (1932); 
Ambassador Hotel Corporation v. Los Angeles 
County, 94 Calif. App. 143, 270 Pac. 726 (1928); 
Hammond Lumber Company v. Los Angeles 
County, 104 Calif. App. 235, 285 Pac. 896 (1930) ; 
Cohn v. Hartford, supra; Tampa v. Kaunitz, 
39 Fla. 683, 23 So. 416 (1898); Tampa v. Palmer, 
89 Fla. 514, 105 So. 115 (1925); People ex rel. 
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The foregoing doctrine embraces those 
cases in which a systematically and inten- 
tionally disproportionate valuation of his 
property is established by the taxpayer, since 
the courts have held that such circumstances 
conclusively demonstrate the existence of 
fraud. It was once held that the sole re- 
course of the taxpayer in such a case was 
to require the tax officials to increase the 
valuations of other property,” although con- 
stitutional limitations currently seem to 
require that the taxpayer be afforded relief 
in such a case if he establishes intentional 
and systematic overvaluation of his property.” 
Even in these cases the courts have exer- 
cised considerable discretion in determining 
what kind of showing will establish the sys- 
tematic and intentional overvaluation which 
must be demonstrated to obtain relief.™ 

Another approach to the problem is evi- 
denced by numerous decisions in which ap- 
plication of proper theories of valuation is 
considered to be a question of law, so that 
the court upon appeal may revise any er- 
roneous theories and, upon a claim by the 
taxpayer that his property has been over- 
valued, direct the administrator to make 


application of a theory or theories deter- 
mined to be controlling. On such a basis, 
courts have required administrative agencies 
to apply, in specific cases, theories of tax 
valuations considered by the courts to be 
appropriate. For example, courts have re- 
quired administrators to consider or disre- 
gard, in establishing a valuation for tax 
purposes, prospective worth,” original or 
reproduction cost less depreciation,” func- 
tional obsolescence * and sales prices for the 
same or similar property.” 

Only in this area do substantial rules exist 
for the application of theories of taxation to 
specific facts. A complete analysis of the 
cases and the rules is not feasible in this 
article. In general, however, the cases are 
not enlightening. Many of the decisions 
direct the administrative body to disregard 
a designated theory of valuation but offer 
no suggestion as to the relative emphasis 
to be placed on remaining theories of valua- 
tion.” As in the case of other approaches 
of the courts, precedents are particularly 
treacherous because the factual premises in 
different cases may vary widely, and the 





(Footnote 28 continued.) 

Hicks v. Lycan, 314 Ill. 590, 145 N. E. 595 (1924); 
Kinderman v. Harding, 345 Ill. 237, 178 N. E. 
71 (1931); Pierce v. Green, 229 Ia. 22, 294 N. W. 
237 (1940); Sweet v. Auburn, supra; Williams v. 
Lunenberg School District, 21 Pick. (Mass.) 75 
(1838); Auditor v. Sage Land and Improvement 
Company, 129 Mich. 182, 88 N. W. 468 (1901); 
State v. Wells-Fargo & Company, 38 Nev. 505, 
150 Pac. 836 (1915), aff’d 248 U. S. 165 (1918); 
In re Weyerhauser Land Company, 85 Ore. 434, 
165 Pac. 1164 (1917); Metropolitan Edison Com- 
pany’s Appeal, 307 Pa. 401, 161 Atl. 303 (1932); 
Early v. City of Waco, 3 S. W. (2d) 131 (1928); 
Doty Lumber & Shingle Company v. Lewis 
County, 60 Wash. 428, 111 Pac. 562 (1910); Smith 
v. Smith, 19 Wis. 649 (1865). 

In Great Northern Railway v. Weeks, 297 U. S. 
135, 139 (1936), the Court said: ‘‘ .. . there must 
be something that in legal effect is the equiva- 
lent of intention or fraudulent purpose to over- 
value the property and so to set at naught 
fundamental principles that safeguard the tax- 
payer's rights and property.”’ 

*~ E.g., White v. Portland, 63 Conn. 18, 26 Atl. 
342 (1893). 

8% See cases cited at footnote 15, supra. Some 
jurisdictions have authorized relief by statute 
where inequality with the other property is 
shown: New York Tax Laws, Section 290; New 
York City Charter, Section 166; Administrative 
Code (Laws 1937, Chapter 929, Section 1), Sec- 
tion 168-1.0. 

31See People ex rel. Warren v. Carter, 109 
N. Y. 576, 7 N. E. 222 (1888) (showing of in- 
equality by only one other assessment held 
insufficient); People ex rel. Hagy v. Lewis, 280 
N. Y. 184, 20 N. E. (2d) 386 (1939) (selection of 
six parcels by each litigant held adequate); 
Dallas County v. Dallas National Bank, 142 Tex. 
439, 179 S. W. (2d) 288 (1944) reasonable show- 
ing required). 

% See cases cited at footnote 12, supra. 


Property Tax Valuation 


33 See cases cited at footnote 10, supra. 


3% B. F, Keith Columbus Company v. Board of 
Revision, supra, footnote 11. 


3% Since ‘‘sale price’’ seems to be a fair equiva- 
lent, in general understanding, of the legislative 
standard of ‘‘market value,’’ ‘‘fair value’’ or 
“factual value,’’ it is appropriate to consider ju- 
dicial treatment of the term. As indicated in 
footnote 8, supra, and text, it is not unusual 
for courts to hold expressly or by implication 
that sales value means the fictional sales price 
between a willing seller and a willing buyer, 
and (as indicated by footnote 14, supra) that 
such a value should be established by reference 
to all theories or at least to several competing 
theories of valuation. This is particularly true 
in depression valuations where claim is made 
that market price does not represent actual 
value. As to these cases, see Bonbright, op. cit., 
Vol. 1, pp. 462-472. Cases on the general sub- 
ject are collected at 118 A.L.R. 871 (1939). 


% State v. Bienville Water Supply Company, 
89 Ala. 325, 8 So. 54 (1890); Merchants Trust 
Company v. Hopkins, 103 Calif. App. 473, 284 
Pac. 1072 (1930); Underwood Typewriter Com- 
pany v. Hartford, supra; Somers v. Meriden, 
supra; Call v. Board of Review of Sioux City, 
227 Ia. 1116, 290 N. W. 109 (1940); Sweet v. 
Auburn, supra; Turnley v. Elizabeth, supra; 
Griffin v. Newark, supra; People.ex rel. New 
York Stock Exchange Building Company v. 
Cantor, supra; People ex rel. Willey v. Car- 
michael, 256 App. Div. 421, 10 N. Y. Supp. (2d) 
852 (1939); People ex rel. Borden Company v. 
Miller, 257 App. Div. 160, 12 N. Y. Supp. (2d) 
11 (1939); Pennsylvania Stave Company’s Ap- 
peal, supra; Lehigh Portland Cement Company 
v. Conner, 146 Va. 146, 135 S. E. 669 (1926); 
State v. Petrick, supra; Northwestern Mutual 
Life Insurance Company v. Weiher, supra; State 
ex rel. Flambeau Paper Company v. Windus, 
208 Wis. 583, 243 N. W. 216 (1932). 
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exact circumstances which require the ap- 
plication of specific valuation theories are 
frequently undisclosed by the opinions. 


Accurate prediction of the result of judi- 
cial review is also difficult because some 
jurisdictions use several approaches inter- 
changeably. It has been noted that many 
courts assume to review valuations only 
where fraud or disproportionate valuation 
is established. This approach presumably is 
based on a statutory or constitutional prin- 
ciple that equality in taxation is required 
within the same class of taxpayers. The 
logical result of this theory should be that 
if the assessor or other tax administrators 
applied an improper theory but the result- 
ing valuation did not require the taxpayer 
to assume a disproportionate share of the 
tax burden, he should have no redress. 
Thus, it would seem immaterial that an 
assessor Or administrator had used one the- 
ory of valuation rather than another. But 
at this point judicial forbearance appears to 
vanish, for in many cases the same courts 
may thereafter direct the administrator as 
to which theories of valuation are proper 
or improper in specific cases.” 

Such decisions are not infrequent. They 
represent an understandable, and perhaps 
desirable, attempt by the courts to alleviate 
what may be considered as administrative 
injustice; but they substantially increase 
the degree of uncertainty that surrounds 
judicial action in this field. Basically the 
problem of the courts is to conduct a review 
of administrative action broad enough to 
correct manifest injustice, and narrow enough 
to prevent the clogging of court dockets 
with valuation litigation and to permit the 
administrator properly to assume the pri- 
mary responsibility for tax valuations. The 
extent of judicial review under such circum- 
stances must be problematical. 


The search for certainty in predicting the 
probable outcome of a valuation dispute is 
likely to be unrewarding. Where the nature 
of the problem calls for the exercise of intui- 
tive judgment by assessors, where social and 
economic theory and practice is most amor- 
phous, where the legislative standard of 
“value” is uncommonly uninformative to 
the administrator and the courts, where the 
decisions spring not from a single jurisdic- 
tion (as in federal tax problems) but from 
forty-eight states whose administrators and 
judges represent every shade of social, eco- 
nomic, and political conviction, and where 
judicial restraint in reviewing administra- 
tive judicials is imperative, it is useless to 
look for a legal structure proceeding “by 
cold gradation and well-balanced form.” 


The deficiencies in establishing tax valua- 
tions are a part of the very structure of 
property taxation, of which valuation is a 
basic component. While criticisms of theory 
and practice in property taxation generally 
have been manifold for many years, no prac- 
ticable substitute for the tax has been or 
appears likely to be devised. Accordingly, 
prospects for improving tax valuations should 
be reviewed. The quality of assessing officers 
is being raised, and progress is being made 
in scientific statistical studies which in due 
course will inform assessors as to the extent 
of variation among valuations for tax pur- 
poses within and between taxing jurisdic- 
tions.* Both of these steps are desirable. 
A definitive analysis of judicial declarations 
regarding theories of valuation and judicial 
review would be most helpful. But until the 
millenium when the property tax can be dis- 
carded, it may be well—while seeking to 
improve the system—to partake a little of 
the philosophy of the frontier saloon keeper 
who posted the sign: “Don’t shoot the piano 
player, boys. He’s doing the best he can.” 


[The End] 





In New York, for example, the taxpayer’s 
choice of remedies is particularly confusing. If 
he shows overvaluation on the basis of im- 
proper theories used by the administrator, he 
can get a reduction in tax. (People ex rel. 
Amalgamated Properties, Inc. v. Sutton, supra.) 
On the other hand, if he shows disproportionate 
valuation, he is entitled to a reduction in as- 
sessment under specific statutes. (New York 
Tax Law, Section 290; New York City Charter, 
Section 166; Administrative Code (Laws 1937, 
Chapter 929, Section 1) Section 168-1.0). Thus, 
a taxpayer whose valuation is based on im- 
proper theories may, under New York decisions, 
obtain a reduction although he pays no more 
than his proportionate share of the tax. The 
same result is reached under the decisions of 
the United States Supreme Court, which hold 
that an assessment is violative of the due proc- 
ess clause of the Fourteenth Amendment, if 
there is either overvaluation through use of an 


improper theory of tax valuation (Great North- 
ern Railway v. Weeks, supra) or intentional or 
systematic discrimination so that the taxpayer 
pays a disproportionate share of the tax (Sioux 
City Bridge Company v. Dakota County, supra). 
Compare these cases with Sunday Lake Iron 
Company v. Wakefield, 247 U. S. 350 (1918), 
holding that no relief was available to a tax- 
payer merely showing errors in judgment by 
taxing officials. The Great Northern Railway 
decision is criticized at 49 Harvard Law Review 
1012 (1936). Compare also State ex rel. North 
Shore Development Company v. Axtell, 216 Wis. 
153, 256 N. W. 622 (1934), with State ex rel. 
Miller v. Thompson, 151 Wis. 184, 138 N. W. 628 
(1912). 

%8 The purpose, effect and operation of proper 
statistical studies is considered in the penetrat- 
ing article comparing the Kentucky and Illinois 
systems, cited at footnote 3, supra. 
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E ncas MAJORITY of all problems en- 
countered in tax practice relate to the 
determination of the amount of taxable net 
income. This is always a matter of tax 
accounting. In turn, the principal question 
with which tax accounting is concerned is 
that of time: When is income taxable, and 
when are deductions for expenses and losses 
allowable? 


The distinction between capital expend- 
itures and expenses is merely another form 
of the latter question: 


When may a given expenditure be taken 
as a deduction? (a) At once, in full; (6) 
gradually, over the life of the asset acquired 
through such expenditures; or (c) only 
when the asset is disposed of? 


The answers to countless of thousands of 
such problems that have been dealt with in 
the past are to be found in the tax practi- 
tioner’s library of rulings and decisions 
interpreting past and present provisions of 
the taxing acts. Despite the helpful guid- 
ance to be obtained from all this material, 
the attorneys on one side of every tax case, 
and occasionally those on both sides, are 
proved to be wrong. 


It would be not only a monumental task 
but one which could never be completed 
even to summarize all the rules of tax ac- 
counting now in force. Experience teaches 
the tax practitioner to make a special effort 
to impress on his memory every situation in 
which the rules of tax accounting established 
by statute, by Treasruy regulations and rul- 
ings or by the courts, differ from recognized 
accounting practice. To the extent that he 
is able to do this, he will know when to 


Tax Accounting 


follow recognized accounting principles, 
which are generally in accordance with 
common sense and logic, and when to take 
into consideration rules of tax accounting 
in conflict with such principles. The pur- 
pose of this discussion is to deal with the 
important differences of this kind. However, 
this will necessarily involve consideration of 
many rules of tax accounting which are not 
in conflict with sound accounting principles. 


It is certainly much easier to conclude 
that a certain rule of tax accounting is con- 
trary to generally recognized accounting 
principles than it is to define those principles. 
Certified public accountants, however, are 
acquainted with what is regarded, by the 
recognized authorities in that profession, as 
the correct procedure in various circum- 
stances, on the basis of a large body of 
literature dealing exhaustively with a wide 
range of accounting problems. The state 
and national accounting associations carry 
on constant research and education in that 
field. To mention only one of many sources 
of authoritative statements available on ac- 
counting principles, there are the Accounting 
Research Bulletins of the American Institute 
of Accountants. It is, therefore, natural 
that accounting-trained and accounting- 
minded tax practitioners, whose whole lives 
are taken up with the study and application 
of accounting principles, feel justified in 
believing they are exceptionally qualified 
to judge what is or is not in accordance with 
recognized accounting principles. 

So-called “tax accounting rules” that are 
contrary to sound, generally recognized ac- 
counting principles demand special attention, 
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since they present the greatest dangers, as 
well as the greatest opportunities, in tax 
practice. Before considering these diver- 
gencies, however, we should carefully review 
the provisions of the Internal Revenue Code 
which give recognition to recognized ac- 
counting principles, as well as certain of the 
basic rules of tax accounting to be found in 
the Regulations and the decisions interpret- 
ing them. In connection with the discussion 
of specific tax accounting rules, certain 
““horrible examples” of violatoins of good 
accounting principles in court decisions will 
be pointed out from time to time in order 
to emphasize the dangers that may confront 
us in federal income tax matters even 
when we rely upon what we consider to 
be unquestionably sound and generally rec- 
ognized accounting principles. 


Sections 41, 42 and 43 of the Internal Rev- 
enue Code constitute the Magna Charta 
of sound tax accounting. Later on, we shall 
see how often these sound statutory pro- 
visions are violated by the Bureau and the 
courts. 


It is believed justifiable to state here the 
susbtance of the most important portions of 
these three vital sections of the Internal 
Revenue Code: 


Section 41. Accounting Periods and Meth- 
ods.—As to accounting methods, “net income 
shall be computed in accordance with 
the method of accounting regularly employed 
in keeping the books of [the] taxpayer; but 
if no such method of accounting has been 
so employed, or if the method employed does 
not clearly reflect the income, the compu- 
tation shall be made in accordance with such 
method as in the opinion of the Commis- 
sioner does clearly reflect the income.” 
(Italics supplied.) As to accounting periods, 
if “the taxpayer’s annual accounting period 
is other than a fiscal year as defined in 
section 48 or if the taxpayer has no annual 
accounting period or does not keep books, the 
net income shall be computed on the basis 
of the calendar year.” (Italics supplied.) 
Otherwise, the taxpayer’s annual accounting 
period is to be used. 


Section 42. Period in Which Items of Gross 
Income Included—Income is to be reported 
in the period in which it is received, unless 
“under methods of accounting permitted under 
section 41, any such amounts are to be prop- 
erly accounted for as of a different period.” 
(Italics supplied.) 


Seetion 43. Period for Which Deductions 
and Credits Taken—Deductions and credits 
are to be taken “for the taxable year in 





dependent upon the method of accounting upon 
the basis of which the net income is com- 
puted, unless in order to clearly reflect the 
income the deductions or credits should be 
taken as of a different period.” (Italics 
supplied.) 

If the Bureau of Internal Revenue and 
the courts, as well as taxpayers and tax 
practitioners, would follow these rules in 
good faith, we should not have so many 
injustices in tax practice or such a large 
library of tax rulings and decisions. 


In the final analysis, almost all the rules 
of tax accounting are for the one purpose of 
fixing time—when income is realized and 
taxable and when deductions may be taken. 
Certain of these rules relating specifically to 
methods of accounting, however, will first be 
considered under that heading. 


Methods of Accounting 


In addition to the basic cash and accrual 
methods of tax accounting, there are numer- 
ous other methods applicable to special 
situations such as installment sales, long- 
term contracts, dealers in goods traded in on 
an organized commodity exchange, etc. The 
scope of this discussion, however, will per- 
mit consideration of only a few of these 
special methods of accounting which have 
received the approval of the Bureau of In- 
ternal Revenue and the courts despite the 
departure of such methods from the rules 
generally applicable in tax accounting. 


When income is taxable and when expenses 
are deductible depend, in part, on the method 
of accounting used by the taxpayer—that 
is, the manner in which the books are actu- 
ally kept. 

Every taxpayer must file his income tax 
return on the cash basis unless (1) he is 
required to use the accrual basis in order 
clearly: to reflect income, or (2) he keeps 
proper books of account and has duly elected 
to use the accrual method. 


In deciding whether or not a particular 
method of tax accounting properly and 
“clearly” reflects income, the courts have 
proved of little help. For example, the 
Supreme Court has said: “It is not the 
province of the court to weigh and deter- 
mine the relative merits of systems of 
accounting.” ? 


A taxpayer reporting on the “cash basis” 
is required to report income when cash is 


1 Brown v. Helvering [4 ustc { 1223], 291 U. S. 
193; quoted and followed in National Airlines, 


‘ : 5 Mapai : : Inc. [CCH Dec. 15,940], 9 TC 159. But see 
which ‘paid or accrued’ or ‘paid or incurred’, footnote 19, infra. 
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received and to take deductions when actual 
payments are made. This general rule, how- 
ever, is subject to numerous exceptions, to 
be considered later. 


The taxpayer keeping books on the ac- 
crual basis or otherwise required to report 
on the accrual basis must report income and 
deduct expenses in the taxable year in which 
they accrue. This general rule, however, 
likewise is subject to numerous exceptions, 
also to be considered later. 


Book entries are rarely conclusive as to 
the time of realization of income or the 
allowance of deductions. Book entries, 
made for the purpose of writing off unpaid 
liabilities have, however, been held to result 
in income to the debtor-taxpayer in the year 
of entry.” On the other hand, in a case®* in 
which an item was first credited to income 
but was later, within the taxable years, 
transferred to the credit of the payor (a 
debtor of the taxpayer) by mutual agree- 
ment, the transfer entry was recognized by 
the Board of Tax Appeals, and the item was 
excluded from income of the taxable year. 
There are, however, conflicting cases‘* on 
similar facts. 


Changes in Methods and Periods 


“A taxpayer who changes the method of 
accounting employed in keeping his books, 
shall, before computing his income upon 
such new method for purposes of taxation, 
secure the consent of the Commissioner. 

Application for permission to change 

. shall be filed within ninety days after 
the beginning of the taxable year to be cov- 
ered by the return. Permission to 
change the method of accounting will not 
be granted unless the taxpayer and the 
Commissioner agree to the terms and condi- 
tions under which the change will be effected.” * 


Where a change is made from the cash 
to the accrual basis, or vice versa, there is 
always the danger that the taxpayer will be 
required by the Commissioner to agree to 
a method of computing income which will 
result in double taxation. The Board of Tax 
Appeals in one such case said: 


“Where a change is made by a taxpayer 
from the cash receipts and disbursements 





2Chicago, Rock Island €& Pacific Railway 
Company [CCH Dec. 4469], 13 BTA 988; aff'd 
on this point [2 ustc J 696] 47 F. (2d) 990. 

3 Huntingdon-Redondo Company [CCH Dec. 
9679], 36 BTA 116. 

*Philad Company of Delaware [CCH Dec. 
12,815], 45 BTA 565. 

5 Regulations 111, Section 29.41-2. Italics sup- 
plied. 
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to the accrual basis, or vice versa, the re- 
turns must be adjusted to take up the slack. 
Accrued accounts receivable must be taken 
into income and accrued accounts payable 
must be allowed as a deduction.” ° 


However, in numerous other instances 
taxpayers have been less fortunate. In a 
recent case of that kind, the Tax Court stated: 


“The errors complained of are not appar- 
ent on the mere recital of the computation. 
Allegations of error are not self-proving.” * 


In some instances an accountant would 
feel that errors in computation are self- 
proving when pointed out. 


The courts, unfortunately, have felt com- 
pelled to take the position that a method of 
accounting required by another branch of 
the government is not necessarily allowable 
for federal income tax purposes. For ex- 
ample, a method of accounting required of 
an airline by the CAB was not allowed by 
the Tax Court, although the court referred 
to the hardship resulting from the necessity 
of keeping two separate sets of books.’ 


In a case in which the same taxpayer kept 
books on the accrual basis for one business 
and on a cash basis for another business, 
a deduction for a large amount of accrued 
interest was denied on the ground that it 
related to the “cash basis” business.° 


There is one instance in which the penalty 
of double taxation is not merely demanded 
by the Commissioner, but specifically called 
for by statute. Where a taxpayer changes 
from the accrual basis to the installment 
basis, the Internal Revenue Code requires 
the inclusion, in the year of change and in 
subsequent years, of amounts already pre- 
viously subject to income tax.” 


Where the taxpayer desires to change the 
accounting period for which his return is 
filed, the Regulations ™ require that appli- 
cation (Form 1128) be filed with the Com- 
missioner (in Washington) sixty days be- 
fore the end of the fractional part of the 
year of change, and that consent be secured 
before the new period is used for income tax 
purposes. This section likewise provides: 

“If the change is approved by the Com- 
missioner, the taxpayer shall thereafter make 
his returns and compute his net income upon 





6 Goldstein Brothers Dollar Cleaning Company 
[CCH Dec. 9297-B], BTA memo. op. (1936). 

7C. L. Carver [CCH Dec. 16,229], 10 TC 171; 
appealed by taxpayer April 29, 1948. 

8 National Airlines, Inc., supra, footnote 1. 

9 Birch Ranch and Oil Company [CCH Dec. 
13,881(M)], 3 TCM 378; aff’d [46-1 ustc J 9139] 
152 F. (2d) 874. 

10 Section 44(c). 

11 Regulations 111, Section 29.46-1. 
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the basis of the new accounting period.” 
(Italics supplied.) This requirement is 
specifically stated in a Bureau ruling, Mim. 
2738, 4 CB 71. 


When Is Income Taxable? 


IVhen income is taxable depends, in part, 
on the method of accounting used by the 
taxpayer. The “cash basis” taxpayer is 
taxable when the income is received, ex- 
cept that (a) he may be taxable, on the 
theory of constructive receipt, prior to the 
time of actual receipt; or (b) he may be 
taxed when he is held to enjoy the benefits 
of ownership, even though the income is 
received by another. 

A taxpayer keeping books and entitled to 
make returns on the accrual basis is taxable 
on income “when all the events have oc- 
curred to determine the right to receive it”’— 
and, generally, to fix the amount. Income 
once properly accrued cannot be eliminated 
except by the bad debt route. And an 
amount received “under a claim of right” 
and “without restriction as to its disposi- 
tion” is taxable when so received, even 
though (1) it may later have to be given 
up if the taxpayer is unsuccessful in main- 
taining his right to retain it* (which rule 
is fair enough), or (2) it represents deferred 
and unearned income, entailing an obligation 
on the part of the taxpayer to perform future 
acts necessarily resulting in future expenses; 
and even though the recipient is under an 
undisputed obligation to refund, upon de- 
mand prior to the rendering of the service, 
the full amount of the cash so received.” 


In other words, unearned income collected 
in advance is taxed when received, while 
related expenses are allowed as deductions 
only over the term of the benefit received. 
For example, rent collected in advance by 
a taxpayer on the accrual basis will be taxed 
in the year in which it is actually received; 
at the same time the taxpayer will be denied 
the deduction for the full amount of the 
commission paid to obtain the lease, and 
will be allowed only the pro-rata portion 
applicable to the taxable year.* The income 
is taxed before it is earned, while the deduc- 





12 North American Oil Consolidated v. Burnet 
[3 ustc § 943], 286 U. S. 417. 

122G. C. M. 16730, XV-1 CB 179; Brown v. Hel- 
vering, supra, footnote 1: Automobile Under- 
writers, Inc. [CCH Dec. 6088], 19 BTA 1160; 
South Tacoma Motor Company [CCH Dec. 
13,789], 3 TC 411. See Gutkin and Beck, ‘‘Tax 
Accounting v. Business Accounting,’’ 79 Jour- 
nal of Accountancy 130. 

14See discussion of this injustice in J. K. 
Lasser, ‘‘Tax Accounting Incongruities,’’ 83 
Journal of Accountancy 221, 225 (footnote 24). 


tion for the expense incurred in earning 
the income is postponed and spread over 
the period during which the income is to 
be earned. 

This particular rule of “tax accounting” 
is one of the glaring examples of bad law on 
tax accounting matters made by judges (in 
this case, of the Supreme Court) uncom- 
prehending or indifferent to the logical 
principles of sound accounting. Possibly 
the reasoning back of the decision of the 
Supreme Court in the North American case, 
supra, may have been something like this: 
“We must correct the condition caused by 
the Treasury Department’s failure to ask 
and obtain from Congress a provision in 
the existing Revenue Acts to safeguard the 
collection of taxes in future years, in those 
cases where taxpayers collect money in 
advance of the time when the income is 
earned.” There are those who believe that 
the courts should thus exercise their actual 
power to supply such legislative omissions. 

Unfortunately, such a decision as this, 
clearly contrary to the letter and spirit of 
Section 41 of the present Internal Revenue 
Code, has engrafted one more unsound and 
arbitrary rule onto the system of tax ac- 
counting—a rule which has led to numerous 
capricious and inequitable results. The un- 
soundness of this rule is demonstrated by 
the court decisions holding that the income 
is not taxable until earned where the tax- 
payer has gone through the mumbo-jumbo 
of accepting the money as a deposit ” rather 
than as a prepayment of unearned income. 

In the latter type of case, it is to be noted, 
the recipient actually has the use of the 
money. The artful words, without changing 
the substance of the transaction, change the 
tax result.” 


In one unusual case, however, the Tax 
Court held that a reserve for estimated fu- 
ture expenses offsetting income collected in 
advance should be allowed as a deduction.” 
In that case, the court gave consideration 
to the consistent method of accounting 
followed by the taxpayer over a period of 
years. In a similar case, involving a new 
corporation, the Tax Court held, however, 





15 Clinton Hotel Realty Corporation [42-2 
ustc 7 9559], 128 F. (2d) 968; rev’g [CCH Dec. 
12,031] 44 BTA 1215. 

16 Compare the language of the courts in cases 
involving ‘‘substance versus form,’’ such as 
Gregory v. Helvering [35-1 ustc { 9043], 293 
U. S. 465; Commissioner v. Court Holding Com- 
pany [45-1 ustc § 9215], 324 U. S. 331; Bazley v. 
Commissioner [47-1 ustc {| 9288], 331 U. S. 737. 

11 Towers Warehouses, Inc. [CCH Dec. 15,837 
(M)], 6 TCM 59. 
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that the income was taxable when received.” 

The practical situation at present, until 
Congress repeals this Supreme Court rule, 
is that income tax must be paid on unearned 
income when received, even if future per- 
formance is required, unless the taxpayer 
takes steps to bring such receipt outside 
that rule. 


Remedies 


Amendment of the Internal Revenue Code 
to correct this unfair interpretation of Sec- 
tion 41 by the Supreme Court is being urged 
at the present time. Pending such amend- 
ment, various remedies appear to be avail- 
able to accrual basis taxpayers who wish 
to avoid being taxed on income before it 
is earned: 


(1) To refuse to accept prepayments of 
income to be earned in the future. 

(2) To have the amount due the taxpayer 
placed in escrow pending completion 
of performance. 

(3) To accept the money only as a refund- 
able deposit and not as a prepayment. 


The radical remedy needed is a statement 
by Congress that it means what it enacted 
in Sections 41, 42 and 43 of the Internal 
Revenue Code.” This might be accom- 
plished by a clarification and restatement 
of these sections, together with a positive 
statement of their intent and purposes. 
What is needed is a provision that tax lia- 
bility under the Internal Revenue Code is 
to be determined on the basis of the tax- 
payer’s accounting methods, if consistently 
followed and in accordance with recognized 
accounting principles, to the extent that the 
result is mot contrary to any other specific 
provision of the Code. 

Even such a simple provision of the In- 
ternal Revenue Code would, no doubt, grad- 
ually become encrusted with the barnacles 
of judge-made rules of interpretation in 
conflict with logical accounting principles. 
But it might, at least, free us for a time from 
the handicaps under which we now labor 
because of the great number of illogical 
decisions on tax accounting issues handed 
down since the inauguration of the in- 
come tax. 


There is only one exception to the rule 
just discussed: recognizing the power of 
the press, the Bureau has singled out pub- 





8% Capital Warehouse Company, Inc. [CCH 
Dec. 16,142], 9 TC 966; appealed March 19, 1948. 

1% Huntington Securities Corporation v. Busey 
[40-2 usrc {| 9508], 112 F. (2d) 368; Morris-Pos- 
ton Coal Company v. Commissioner [1930 CCH 
19465], 42 F. (2d) 620, cited in Towers Ware- 
houses, Inc., supra, footnote 17. 
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lishers from all other taxpayers, and promul- 
gated a special ruling allowing them, under 
certain conditions, to exclude from taxable 
income unearned subscription income col- 
lected in advance.” 

Under the “tax benefit” rule of the tax ac- 
counting, where a recovery offsets earlier 
deductions for which full benefit was not 
obtained, the amount received is to be in- 
cluded in taxable income only to the extent of 
the prior benefit. The Internal Revenue 
Code contains specific provisions for the 
application of this rule in the case of recov- 
eries of bad debts, prior taxes and “delin- 
quency amounts.”* The Regulations, 
however, have extended this principle to 
other types of recoveries.” * 

Another instance in which income deter- 
mined in accordance with generally accepted 
accounting principles is excluded from tax- 
able income arises in cases of “tax-free 
reorganizations.” In general, the effect of 
these provisions ™ is to defer the taxation of 
income realized on exchanges coming within 
their scope until the property received is 
subsequently disposed of for cash or 
its equivalent. 

Again, income may be shown in the ac- 
counts but not subject to tax if it is in the form 
of blocked foreign currency having no fair 
market value when received. It is the Bu- 
reau’s position that in such a case taxable 
income is realized only when and as such 
currency comes to have a fair market value 
measured in United States dollars.* Despite 
this general rule, in one case involving a 
foreign personal holding company, a United 
States taxpayer was held taxable on income 
received in the form of foreign currency 
because he could have enjoyed the economic 
satisfaction of spending the foreign money in 
the country where the income was earned.” 


Accrual Basis Taxpayers 


A taxpayer keeping books and entitled to 
make return on the accrual basis is taxable 
on the income “when all the events have 
occurred to determine the right to receive 
it” and income once properly accrued cannot 
be excluded from taxable income except 
by establishing the right to a_ bad 
debt deduction.” 





20 IT. T. 3369, 1940-1 CB 46. 

21 Section 22 (b) (12). 

22 Regulations 111, Section 29.22 (b) (12)-1. 

23 Code Sections 112 (b), 112 (m). 

2 Mim. 5297, 1942-1 CB 84. Cf. Regulations 
111, Section 29.43-1 (second paragraph). 

% Phanor J. Eder [CCH Dec. 13,935(M)]. 3 
TCM 460; on remand from [43-2 ustc { 9519] 
138 F. (2d) 27 (CCA-2, 1943). 

2% American Central Utilities Company [CCH 
Dec. 9782], 36 BTA 688. 
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Cash Basis Taxpayers 


The so-called “cash basis” of tax account- 
ing is a patched-up fabric of conflicting 
conventions. It is not and cannot ever be 
carried to its logical extreme. 

The question constantly arises as to how 
far it is to be followed and what exceptions 
are to be made. With the passage of time, 
it has been more and more extended, bring- 
ing the cash basis closer to the accrual 
basis, especially as to the time for taxation 
of income. 

On the cash basis, income is taxable, not 
only when actually received but when con- 
structively received—that is, when it is 
available* or when the taxpayer obtains 
the right to some economic or personal 
satisfaction.” 

Where a cash basis taxpayer elects to re- 
turn income from non-interest-bearing obli- 
gations issued at a discount on the accrual 
basis, the statute requires him to include, 
in his return for the year in which the option 
is exercised, the amount of such interest 
accrued in prior years, in addition to the 
amount accrued in the first taxable year.” 


Exempt Income 


The following items, constituting income 
from the ordinary accounting standpoint, 
are never taxable: 


Interest on obligations of states and their 
political subdivisions is exempt. In addi- 
tion, certain obligations of the United States 
and its instrumentalities are wholly or par- 
tially exempt. 

Dividends paid out of surplus accumulated 
prior to March 1, 1913, are never taxable.” 

Gain realized by a parent company upon 
the receipt of a distribution in complete liq- 
uidation of a subsidiary is exempt from tax 
under certain conditions.” 

Income resulting from the gratuitous can- 
cellation of indebtedness of the taxpayer is 
not to be included in taxable income, even 
if the cancellation was made for the benefit 
of the creditor.” However, this exemption 
does not apply in the case of bonds acquired 
by the issuing taxpayer unless they are 
purchased directly from the holders.* 





27 Regulations 111, Sections 29.44-2, 29,44-3. 

8 Cf. Helvering v. Horst [40-2 ustc J 9787], 311 
U, S.. 122. 

2° Code Section 42 (b). 

3° Code Sections 115 (a), 115 (m). 

31 Code Section 112 (b) (6). 

32 Helvering v. American Dental Company 
[43-1 ustc § 9318], 318 U. S. 322. 

33 Bulkley Building Company [CCH Dec. 14,206 
(M)], 3 TCM 1127; Lewis S. Jacobson [CCH 
Dec. 15,155], 6 TC 1048. 
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Another inexplicably liberal rule of tax 
accounting established by the courts is that 
no taxable income is realized by a taxpayer 
as a result of the repayment of foreign cur- 
rency at a cost, in United States dollars, less 
than the amount realized by the taxpayer, in 
United States dollars, from the receipt of 
the loan of such currency.™* 


When May Deductions Be Taken? 


When the taxpayer desires to take an 
expenditure as a deductible expense, the 
first question that arises is whether it is, in 
fact, an expense. It is easier to give exam- 
ples of what are not expenses than to define 
what are deductible expenses. 

Expenditures which create an asset having 
a life extending beyond the taxable year 
generally are not considered expenses, 
whether the asset be tangible or intangible. 
Here, again, the question is time: lV” hen should 
the expenditure be written off against revenue? 

Expenses in the case of a cash basis taxpayer 
are deductible only when paid, except (a) in 
the unusual cases where “constructive pay- 
ment” is recognized,” or (b) where an ex- 
penditure creates an asset that has a normal 
life of more than one year. 

In the latter situation, a taxpayer, whether 
on the cash or accrual basis, may deduct only 
the pro-rata portion applicable to the tax- 
able year in order to write off the asset over 
its normal life. For example, prepaid rent 
and insurance may not be taken in full in 
the year paid, even by a taxpayer on the 
cash basis,” but must be spread over the 
term benefited. The full amount of an inter- 
est payment may, however, be deducted by a 
cash basis taxpayer in the year it is paid.” 

Accrual basis taxpayers (who must keep 
books of account) may take deductions only 
in the year the expense is incurred or 
accrues. Here the question is again one of 
time: When does an expense accrue? 

The general rule is well established: an 
item accrues when all the events that deter- 
mine the existence (and, in general, the 
amount) of the liability have occurred.™® 

The Internal Revenue Code is not specific 
in regard to the accrual of expenses where 





3% North American Mortgage Company [CCH 
Dec. 5676], 18 BTA 418. 

% Estate of E. L. Richards [CCH Dec. 13,843 
(M)], 3 TCM 288. 

3% Baton Coal Company [CCH Dec. 5882], 19 
BTA 169, aff'd [2 ustc J 788] 51 F. (2d) 469: 
Commissioner v. Boylston Market Association 
[42-2 ustc 7 9820], 131 F. (2d) 966; G. C. M. 
23587, 1943 CB 213. 

3 TI. T. 3740, 1945 CB 109. 

3 U, §. v. Anderson et al. [1 vustc 7 155], 269 
U. S. 422; Ernest M. Bull [CCH Dec. 2702], 7 
BTA 993. 
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the liability is contingent, but the courts have 
been quite consistent in holding that no ac- 
crual is recognized for federal income tax 
purposes in the case of contingent or disputed 
items until they have been paid or settled.™ 

Until recently, the Bureau had long been 
successful in maintaining its position that 
the principles applicable in determining the 
time of accrual of all other types of uncertain 
or contingent liabilities were not to be fol- 
lowed in the case of disputed taxes. Recent 
court decisions, however, have corrected this 
incongruity.” 

Strangely enough, the Bureau has long 
taken a very practical view of the time of 
accrual of interest on tax deficiencies. Such 
interest is considered to accrue when the 
taxpayer agrees to the tax or loses his rights 
to contest it.® 


Reserve for Bad Debts 


A taxpayer maintaining a reserve for bad 
debts may nevertheless claim the deduction 
on account of bad debts in the year in which 
they become worthless. The statute no 
longer requires that the debt be written off 
in order to obtain the deduction for worth- 
lessness.” A taxpayer claiming the deduc- 
tion for bad debts in the year of worthlessness 
also has the option of claiming a deduction 
for any debt established to be recoverable 
only in part, but in this case the deduction 
may not exceed the portion of the debt 
charged off within the taxable year.“ Where 
the taxpayer elects to claim the deduction 
on the basis of a bad debt reserve, the statute 
in effect provides that the amount of the 
deduction shall be determined in accordance 
with generally recognized accounting prin- 
ciples, since the allowable deduction is equal 
to the amount of a reasonable addition to 
the reserve. 

In theory, at least, the allowable deduc- 
tion for depreciation is likewise to be deter- 
mined in accordance with recognized ac- 
counting principles, since the only measure 
of the amount allowable is its reasonableness 
(provided that the “adjusted basis” of the 
asset for tax purposes is the same as the 
base for computing depreciation for account- 
ing purposes). 


® Cf. Commissioner v. Security Flour Mills 
Company, [44-1 ustc { 9219], 321 U. S. 281. 

” Dixie-Pine Products Company v. Commis- 
sioner [44-1 ustc § 9127], 320 U. S. 516, and 
cases cited in Edelman, ‘‘When Can Accrued 
Taxes Be Allowed as Tax Deductions?’’ 85 
Journal of Accountancy 328. 

“Cf. Great Island Holding Corporation [CCH 
Dec. 14,582], 5 TC 150. 

® Code Section 23 (k) (1). 

83 Ibid. 
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An outstanding example of the determina- 
tion of what is a “reasonable allowance” for 
depreciation in an unusual situation is to 
be found in the case of Associated Patentees, 
Inc.“ The decision in this case emphasizes 
a point which should never be forgotten by 
tax practitioners. Congress has set readson- 
ableness as the sole yardstick for the amount 
of the depreciation allowance. There is 
nothing in the Internal Revenue Code regard- 
ing depreciation rates, nor is there any refer- 
ence to the expected life of the depreciable 
property. 

An important deduction from income de- 
termined in accordance with generally recog- 
nized accounting principles is that allowed 
for net losses of subsequent or prior years 
carried over and taken in the taxable year.* 
The computation of the amount of this de- 
duction, however, is at present subject to 
many illogical adjustments which frequently 
reduce or fully deny the benefit of this allow- 
ance. The Revenue Revision Bill of 1948 
contained a provision intended to eliminate 
certain of these inequitable adjustments. 

Another allowable deduction from income 
shown by the books for the current year 
may be the deduction allowed by the statute 
on account of the five-year carry-over of 
capital losses.” 


Foreign Income Taxes 


Foreign income taxes may not be taken 
as a deduction if credit on account for any 
such tax is claimed in the same year.“ The 
election to claim a deduction or a credit on 
account of such taxes for each year may be 
changed at any time within the period for 
claiming a refund. In the case of a cash 
basis taxpayer who exercises the option to 
accrue such taxes for the purpose of claiming 
credit, however, no deduction on account of 
such taxes may be taken in the year the 
option is exercised or in any future year.* 

Regardless of the manner in which carry- 
ing charges are treated in the taxpayer’s 
accounts, the statute gives him the option of 
deducting such charges currently or capi- 
talizing them and treating them as part of 
the cost of the property.” Similarly, intan- 
gible oil well drilling and development ex- 
penses may be capitalized or deducted by the 
taxpayer at his option.” 


44 [CCH Dec. 14,440] 4 TC 979 (on rehearing). 

4 Code Section 122. 

46 Code Section 117 (e). 

#7 Code Section 131 (a). 

48 Code Section 131 (d). 

4 Code Section 24 (a) (7); Regulations 111, 
Section 29.24-5. 

5° Regulations 111, Section 29.23 (m). 
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Under the wartime excess profits tax pro- 
visions, a corporation was permitted to take 
credit for the unused excess profits credit 


carry-over from other years. It might be 
mentioned, however, that the Tax Court has 
denied the credit in the case of a corpora- 
tion in liquidation ™ and also in a somewhat 
unusual case in which there was a change in 
the method of operation,” but has allowed the 
credit where a change in business methods did 
not involve any attempt at tax avoidance.” 

The general rule that a deduction may not 
be taken for contingent or uncertain liability 
is subject to the exception that if the doubt 
is removed shortly after the close of the 
year, the deduction is allowable.™ 

Otherwise allowable deductions for accrued 
expenses are denied where the liability is 
due to a controlling stockholder if payment 
is not made within two and one-half months 
after the close of the taxable year.” The 
Treasury has waged a long campaign to 
deny such deductions where the taxpayer 
gives its promissory note to the creditor 
stockholder but fails to make payment with- 
in this period. The deduction has been al- 
lowed, however, in a recent case.” 

Special rules of tax accounting allow the 
deduction for estimated accruals on account 
of premium coupons and “trading stamps,” 
even though the amount of the liability is 
necessarily uncertain.” 

The Bureau and the courts take a very 
legalistic and unrealistic view of the time of 
accrual of taxes. The legal or “tax account- 
ing” theory is that taxes accrue instantane- 
ously and in the full amount on the day 
when the liability attaches. This rule has 
been pushed to the extent of holding that 
such date is controlling in determining when 
the tax accrues and becomes deductible, even 
though the tax is based upon income taxable 
in an earlier taxable year if it is called a 
“franchise tax” or some name other than an 
income tax.” 





51 Wier Long Leaf Lumber Company [CCH 
Dec. 16,157], 9 TC 990. 

52 Mesaba-Cliffs Mining Company [CCH Dec. 
16,422], 10 TC 1010. 

53 Alprosa Watch Corporation 
16,559], 11 TC 240. 

51 G. C. M. 22404, 1940-2 CB 204. 

55 Code Section 24 (c). 

56 Anthony P. Miller, Inc. v. Commissioner 
[47-2 ustc § 9388], 164 F. (2d) 268; rev’g [CCH 
Dec. 15,377] 7 TC 729. 

57 Regulations 111, Section 29.42-5. 

5388 Magruder v. Supplee [42-2 ustc { 9498], 316 
U. S. 394; Edelman, op. cit., footnote 40, supra. 

59T. T. 3697, 1944 CB 116; Central Investment 
Corporation [CCH Dec. 15,935], 9 TC 128. Dis- 
cussed in Ahern, ‘‘Getting the Best Effective 
Use out of Accounting Methods and Accounting 
Periods,’’ Proceedings of the New York Univer- 


[CCH Dec. 


Fortunately, we no longer need contend 
with the Bureau’s unrealistic view that the 
late unlamented capital stock tax accrues 
not in the year when its amount is fixed by 
the taxpayer’s declaration but on the first day 
of the year for which it is theoretically levied. 

An extreme example of unfair tax account- 
ing “principles” is to be found in the Bureau’s 
ruling that in computing invested capital, an 
accrual basis taxpayer must accrue the excess 
profits tax liability for the preceding year 
but may not accrue as an offset the postwar 
refund credit based thereon.” A business- 
man’s comparable interpretation of the pro- 
visions of a contract would be characterized 
as very sharp dealing. In this instance the 
Tax Court administered a well-merited re- 
buke to the Bureau. 


There is a great deal of hocus-pocus in 
the determination of the time when a cash 
basis taxpayer may take a deduction for an 
expense. It has been held that no deduc- 
tion is allowable for the amount of a promis- 
sory note given by the taxpayer to his credi- 
tor, even if the note is secured by collateral ;* 
but the taxpayer may borrow money (from 
a third party) and receive the deduction for 
expenses paid out of such funds.” 

Many deductions in a so-called “cash basis” 
tax return must actually be determined on 
an accrual basis. These include, in addition 
to deductions for depreciation and depletion, 
prepaid (“deferred”) expenses such as insur- 
ance premiums, rentals, commissions paid 
for obtaining leases, commissions on sales 
and other expenses benefiting future years. 


Such expenditures may not be deducted 
in full in the year of payment, but must 
be spread over the period benefited. Pre- 
paid interest is an exception, however, and may 
be deducted in full in the year of payment. 


Those rules of tax accounting which are 
logical and in harmony with generally recog- 
nized accounting principles call for no special 
comment, and the same is true of those neces- 
sitated by specific provisions of the Internal 
Revenue Code. The others—the bad rules— 
are the ones that should be studied most 
carefully in order to avoid pitfalls. We 
should use our every effort to secure their 
eventual correction, and meanwhile derive 
what profit we can from them. [The End] 





sity Sixth Annual Institute on Federal Taxa- 
tion, p. 479. 

oT. T. 3720, 1945 CB 267; Altschul’s, Inc. 
[CCH Dec. 16,071], 9 TC 697; Hamilton Manu- 
facturing Company [CCH Dec. 16,166(M)], 6 
TCM 1269. 

6% Frank Kuhn [CCH Dec. 9288], 34 BTA 274. 


6& Joseph H. Konigsberg [CCH Dec. 14,969 
(M)1, 5 TCM 48. 
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by Lewis Gluick, C. P.A. 


Talking Shop 





OTHING we have had in our column 

has provoked so much discussion and 
correspondence as the answer we had in the 
January issue to question 5 under the com- 
mercial law section of the uniform CPA 
examination. This question is valued at ten 
points. Maybe we flunked; maybe we rate 
five points; anyway you look at it there is 
room for argument. Gosh, if these new 
CPA’s are supposed to carry a cell full of 
federal tax cases around in their craniums 
—well, they must be pretty good guys, and 
we know that they are. One lesson learned 
(one that we knew a long time ago but 
slipped up on this time) is: Don’t be too 
hasty in coming to a conclusion. We know 
that you can’t do that on an examination, but 
use the slow conclusion method in your prac- 
tice, son. 


Before presenting another solution, we 
think that it would be well to say that we 
tried to get an accepted answer for you 
readers from the Institute, but the answer 
is not available for publication at this time. 
It will be some months later and doubt- 
less will be published in the Journal of 
Accountancy. Since the question has turned 
out to be so tricky, the following solution is 
submitted (1) as a correction of the one that 
appeared in the January issue at page 70 and 
(2) as a solution, not the solution. 


“No. 5 (10 points). 


“On January 1, 1941, X Corporation com- 
pleted a plant and equipped it for the manu- 
facture of iron castings. The land on which 
the building was erected cost $50,000, the 
building cost $200,000 and the machinery 
and equipment installed cost $100,000. For 
the purposes of computing straight-line de- 
preciation, X Corporation determined that 
the building had an economically useful life 
of forty years and the machinery and equip- 
ment a life of ten years. The net income 
from operation of X Corporation for the 
calendar year 1947 was $60,000. On Decem- 
ber 31, 1947, the entire assets were sold. 
X Corporation received $187,000, of which 
$60,000 was paid for the land, $100,000 was 
paid for the building, $15,000 was paid for 
the machinery and equipment and $12,000 
was for the final inventory, the cost of which 
was $10,000. In regard to federal taxes: 


“a. What was the effect of the sale on 
the net income of X Corporation for 1947? 
Why? 

“b. Did the sale affect the taxable income 
of X Corporation for any other years? 
Why?” 

a. The net income for the year 1947 was 
increased to $62,000 by the sale of the in- 
ventory. There was a loss of $8,000 for the 
year. 

b. The net income of X corporation was 
affected for prior years in this way: 


The assets sold were not capital assets, 
being land used in the taxpayer’s business 


Solution by the Shoptalker 


Seven Years’ 





Sales —Depreciation— Adjusted Gain 

Price Cost Rate Amount Value Loss 
ene S$: GOGO0 S$:S0Q00 ...5 wees $ 50,000 $10,000 
NN no a PR ae 100,000 200,000 24% $35,000 165,000 65,000 
ee PO ee ae 15,000 100,000 10% 70,000 30,000 15,000 
TWOUOIS: < co Socne maser $175,000 $350,000 $105,000 $245,000 $70,000 
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and of a character subject to the allowance 
for depreciation. Section 117 (j) does not 
apply because there was no excess of gains 
over losses from transactions within the 


scope of subsection (j). The limitation of 
Code Section 122 (d) (5), applicable in the 
case of deductions not attributable to the 
operation of a trade or business regularly 
carried on by the taxpayer, applies only to 
a taxpayer other than a corporation. Hence, 
the loss from the sale of the land and the 
depreciable assets make a net operating loss 
which can be carried back two years, but it 
is very doubtful that any part of the loss 
unabsorbed in the two prior years could be 
used by a successor corporation, the deduc- 
tion being available only to the “taxpayer.” 


Our Mail 


Below are as many of the letters we 
received as can be fitted into our allotted 
space. 


Good Students 
Sir: 


It is with deep regret on this last day 
of the old year that I read a particular sec- 
tion of the first edition of magazine TAXES 
for the New Year and find a suggested 
solution to a tax problem so acutely different 
from the quotations of the Internal Revenue 
Code and explanations inserted in Commerce 
Clearing House volumes on income taxes. 


Specifically, exception is taken to your 
solution presented in “Talking Shop” to the 
CPA examination question relating to the 
sale of the entire assets of X Corporation 
on December 31, 1947. 


Volume 2 of the CCH STANDARD FEDERAL 
TAx REPORTER states: 


“Under prior law, in the case of a sale or 
exchange of land with depreciable improve- 
ments on it, the land was a capital asset and 
the depreciable improvements on it were 
non-capital assets. Under present law, 
neither the land nor the depreciable improve- 
ments on it are classifiable as capital assets 
if the land is business property. Under both 
prior and present law depreciable assets are 
non-capital assets. 


“Code Sec. 117 (j), which was added by 
the 1942 Act, contains special rules (appli- 
cable to all taxpayers) for determining the 
gain or loss from sales, exchanges, and in- 
voluntary conversions or property used in 
the trade or business and from involuntary 
conversions or capital assets which have 
been held for over 6 months. 
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“The treatment prescribed in Code Sec. 
117 (j) is, in effect, as follows .. . 


“If the aggregate of the gains in items 
(1) (sales or exchanges of property used in 
the trade or business) and (2) (compulsory 
or involuntary conversions) is not in excess 
of the aggregate of the losses, then each of 
the respective gains and losses im said items 
(1) and (2) must not be treated as gains or 
losses, as the case may be, from sales or 
exchanges or capital assets, but should be 
treated as ordinary gains and ordinary losses, 
and where the losses exceed the gains, the 
excess loss will be deductible from income 
as an ordinary loss. 


“Correlative are Code Sec. 23 (f) (allow- 
ing deduction of all losses by corporations 
though individuals are limited to business 
losses or those sustained in transactions en- 
tered into for profit) and Sec. 122 (d) (5) 
(which requires adjustment for nonbusi- 
ness losses only in the case of a taxpayer 
other than a corporation).” 


With the application of Code Section 122, 
may not X Corporation’s net operating loss 
be carried back to offset income for the 
years 1945 and 1946? 


There is actually no enmity involved here. 
The point is that an applicant for the CPA 
examination hesitates to admit an incorrect 
answer was submitted. 


WALTER E. 
J. L. Canon 
Joun C. KAROs 


GREENE 


DETROIT 


It Must Have This Florida Climate 


Sir: 


Under the subtitle “Examinations” in the 
column “Talking Shop” for January, 1949 
(page 70), you have published problem No. 
5 from the uniform CPA examination of 


November, 1948. 


From an analysis of the question, it ap- 
pears that the X Corporation used the land, 
buildings and equipment in its business. The 
buildings and equipment were both subject 
to depreciation; consequently, they are not 
capital assets (unless Section 117 (j) is ap- 
plicable, and it appears it is not because the 
losses exceed the gains). While it is true 
land used to be considered a capital asset 
when used in a business, is it not your opin- 
ion that since the 1942 Act it can no longer 
be so considered? 


Kansas City, Missouri 


J. L. Grimes 
(Continued on page 160.) 
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Commissioner v. Tower 


The Test Is Reality 


Tax Classics e e by Robert S. Holzman 


Adjunct Associate Professor, New York University Graduate School of Business Administration 





Ei SPLITTING of the atom probably 
will go down as the outstanding achieve- 
ment of this age. The splitting of income 
may be an even more lucrative discovery— 
if it can be done without causing a chain 
reaction in Washington. 


Since the beginning, mortal man has taken 
his wife into his calculations. “It is not good 
that the man should be alone; I will make 
an help meet for him.”* And ever since, 
the wedding ceremonies of most faiths have 
included a pleasant sermon wherein the new 
couple is informed that in spirit and in fact, 
the man and his wife are now partners in 
everything. Everything. 

But does everything include taxes?? Spe- 
cifically, may a man and his wife be partners 
in that universal activity of paying (or sav- 
ing) taxes? “The family partnership device 
for splitting income to avoid the impact of 
high taxes had the merits of simplicity and 
legality... . It was naturally assumed that 
Courts would look with favor upon family 
partnerships, for essentially husbands and 
Wives were attempting to do something that 
had already been approved in the Courts in 
the case of community property.”* Cer- 
tainly nothing in the law rules out the taking 
of any one as a partner. But does the Com- 
missioner of Internal Revenue have any 
effective say as to this choice? 


Francis Tower managed and controlled 
the R. J. Tower Iron Works since the death 
of his father in 1927. From 1933 to 1937, the 
business was operated as a corporation, Mr. 
T. owning 445 of the 500 shares, and his wife, 
Hazel I. (sic!), owning five shares. In 1937, 
at the suggestion of tax counsel, a partner- 
ship was formed to operate the business. 
Three days before the formation of this hus- 
band-wife partnership, Mr. Tower gave his 


a 


1Genesis 2:18. 

* The converse is fast becoming true. 

* Benjamin Harrow, ‘‘The Supreme Court 
Views Family Partnerships,’’ The New York 
Certified Public Accountant, May, 1946, p. 246. 
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wife 190 shares of Tower stock, contingent 
upon her placing the underlying assets into 
the new partnership upon the corporation’s 
dissolution; and he paid gift taxes on the 
transferred shares. Subsequently the Com- 
missioner sought to disregard the partner- 
ship arrangement and tax all the profits to 
Mr. Tower, on the ground that his wife’s 
limited-partner status really meant nothing. 


On February 25, 1946, Mr. Justice Black 
read the opinion of the Supreme Court:* 


as 3, Yoram snap contends that the part- 
nership arrangement here in question 
would have been valid under Michigan law 
and argues that the Tax Court should con- 
sequently have held it valid for tax purposes 
also. .. . But Michigan cannot by its decisions 
and laws governing questions over which 
it has final say, also decide issues of federal 
tax law and thus hamper the effective en- 
forcement of a valid federal tax levied against 
earned income. ... The statutes of Con- 
gress designed to tax income actually earned 
because of the capital and efforts of each 
individual member of a joint enterprise are 
not to be frustrated by state laws which for 
state purposes prescribe the relations of the 
members to each other and to outsiders. ... 


“Respondent contends that the Tax Court’s 
holding that he is taxable for the profits 
from the partnership is contrary to a prin- 
ciple long recognized by this Court that 
‘The legal right of a taxpayer to decrease 
the amount of what would otherwise be his 
taxes, or altogether avoid them, by means 
which the law permits, cannot be doubted.’ 
Gregory v. Helvering ... We do not reject 
that principle. It would clearly apply, for 
example, in a situation where a member of 
a partnership, in order to keep from paying 
future taxes on partnership profits and in 
order to get into a lower income tax bracket, 
sells his interest to a stranger, relinquishing 
all control of the business. But the situa- 

4 [46-1 ustc { 9189] 327 U. S. 280. 
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tion is different where the taxpayer draws 
a paper purporting to sell his partnership 
interest even to a stranger, though actually 
he continues to control the business to the 
extent he had before the ‘sale’ and channels 
the income to his wife. Then a showing 
that the arrangement was made for the ex- 
press purpose of reducing taxes simply lends 
further support to the inference that the 
husband still controls the income from his 
partnership interest, that no partnership 
really exists and that earnings are really his 
and are therefore taxable to him and not to 
his wife. The arrangement we are here con- 
sidering was of the type where proof of a 
motive to reduce income taxes simply lent 
further strength to the inference drawn by 
the Tax Court that the wife was not really 
a partner.... 


“Respondent urges further that the Tax 
Court erroneously concluded that the gift 
was ineffective for tax purposes because it 
was conditional and therefore incomplete. 
The government defends the Tax Court’s 
conclusion. We do not find it necessary to 
decide this issue. The question here is not 
simply who actually owned a share of the 
capital attributed to the wife on the partner- 
ship books. A person may be taxed on profits 
earned from property, where he neither owns 
nor controls it. Lucas v. Earl. ... The issue 
is who earned the income and that issue de- 
pends on whether this husband and wife 
really intended to carry on business as a 
partnership. ... Of course, the question of 
legal ownership of the capital purportedly 
contributed by a wife will frequently throw 
light on the broader question of whether an 
alleged partnership is real or pretended. 
But here the Tax Court’s findings were sup- 
ported by a sufficient number of other factors 
in the transaction, so that we need not de- 
cide whether its holding as to the complete- 
ness of the gift was correct. Cf. Helvering 
v. Hallock. ... 


ae ee ERE can be no question that a wife 
and a husband may, under certain cir- 
cumstances, become partners for tax, as for 
other, purposes. If she either invests capital 
originating with her or substantially con- 
tributes to the control and management of 
the business, or otherwise performs vital 
additional services, or does all of these things 
she may be a partner... A wife may be- 
come a general or a limited partner with her 
husband. But when she does not share in 
the management and control of the business, 
contributes no vital additional service, and 
where the husband purports in some way 
to have given her a partnership interest, the 
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Tax Court may properly take these circum- 
stances into consideration in determining 
whether the partnership is real within the 
meaning of the federal revenue laws. .. . 


“By the simple expedient of drawing up 
papers, single tax earnings cannot be divided 
into two tax units and surtaxes cannot be 
thus avoided. ... After the partnership 
was formed the husband continued to con- 
trol and manage the business exactly as he 
had _ before. Consequently the result 
of the partnership was a mere paper reallo- 
cation of income among the family members. 
The actualities of their relation to the in- 
come did not change.” 

On the same day, the Supreme Court 
decided another family partnership case.® 
Here A. L. Lusthaus operated a retail fur- 
niture business for a number of years; and 
at the advice of tax counsel, he formed a 
partnership with his wife. She paid for her 
half interest with funds that he supplied, 
together with notes to be paid off from her 
partnership profit participation. Under the 
rationale of the Tower case, the Commission- 
er’s taxation of all the profits to the husband 
was sustained. 


GINCE the decision by the United States 
Supreme Court of the case of Com- 
missioner v. Tower... and Lusthaus v. Com- 
missioner ... the decisions of most questions 
involving the taxation of family partnerships 


are based primarily on one or both of these 
9” 6 


cases. Indeed, the pre-Tower cases of this 
genre were rendered virtually obsolete. “The 
many decisions cited in both briefs ... are 


therefore of little help save only the Tower 
and Lusthaus cases.”* “Judicial precedents 
other than the Tower and Lusthaus cases are 
of little value.”* One writer promptly de- 
clared: “Family partnerships are doomed, 
in the opinion of many, by the decision 
handed down by the United States Supreme 
Court in two cases decided February 25, 
1946.”° But at precisely the same time an- 
other writer predicted that “the cause of 
family partnerships is not hopeless.” ” 

A reconciling view of the opinions of these 
writers is that family partnerships are doomed 





5 Lusthaus v. Commissioner [46-1 ustc { 9190], 
327 U. S. 293. 

6 Edgar Minton [CCH Dec. 16,582(M)], 7 TCM 
— (1948). 

7 Appel v. Smith [47-1 ustc § 9223], 161 F. (2d) 
121 (CCA-7, 1947). 

8 Walsh v. Shaughnessy [48-1 ustc { 9236], 77 
F. Supp. 577 (DCN. Y., 1948). 


®Reuel L. Olson, ‘‘Family Partnerships,” 
TAXES—The Tax Magazine, August, 1946, 
p. 743. 


1 Gustave Simons, ‘‘Family Partnerships Since 
the Tower and Lusthaus Decisions,’’ The Jour- 
nal of Accountancy, August, 1946, p. 130. 
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—unless certain ingredients are present. 
Certainly “family arrangements which re- 
sult in a reduction of income tax liability 
have been scrutinized with special care and 
questions as to who actually enjoyed the 
income and controlled the property, from 
which the income was realized after the 
transfer, have been deemed especially sig- 
nificant. See .. . Commissioner v. Tower.’™ 
Courts are apt to be suspicious of what one 
tribunal called “an accountant-inspired ‘part- 
nership’,” especially where, as in that case, 
the wife’s capital contribution allegedly had 
been from moneys kept “in an iron box hid- 
den in a hole in the basement of their resi- 
dence. This cache was known only to herself 
and husband.” * A Texas judge observed: 
“This court felt that in one of the cases 
mentioned in argument ... the funds there 
were practically all earned by the father, 
and the creation of the artificial entity for 
the placing of those funds in the minor child 
didn’t look good to me; this doesn’t look 
good to me either.” * 


HE TEST is reality. As Judge Learned 

Hand noted, “If a taxpayer goes through 
the form of conveying property to his wife, 
or child, or parent, or sister, or anyone 
else, with the understanding that the grantee 
shall hold it at the grantor’s pleasure and 
shall give it back on demand, there has been 
no transfer at all, any more than if it were 
made as a jest. . . . If Tower’s case and 
Lusthaus’ case had concerned situations of 
that kind, they would have presented only 
commonplace attempts to defraud the Treas- 
ury by setting up false screens.” Indeed, 
the Tower case opinion presented a distillate 
of the leading cases on tax evasion through 
the splitting of income, with specific citations 
of the Gregory,* Earl® and Hallock™ deci- 
sions. “The Tower and Lusthaus cases merely 
apply the rule to situations where the Tax 
Court has found that individuals are attempt- 
ing to do the forbidden things, separate 
earner from income, the tree from its fruits.” * 


But these decisions are not absolute. “Tower 
does not decide that all family partnerships 





1Gouldman v. Commissioner [48-1 ustc 
19129], 165 F. (2d) 686 (CCA-4, 1948). 


2 L. C. Olinger [CCH Dec. 16,295], 10 TC 423 
(1948). 


“Thomas et al. v. Feldman et al. [45-2 ustc 
{ 9422], DC Tex., 1945. 


4 Fletcher v. Commissioner [47-2 ustc { 9379], 
164 F. (2d) 182 (CCA-2, 1947). 


%* See ‘‘Tax Classics’’—V (May, 1948). 
#* Ibid.— VIII (August, 1948). 
™ Ibid.—XII (December, 1948). 


i % Scherf et al. v. Commissioner [47-1 vustc 
9260], 161 F. (2d) 495 (CCA-5, 1947). 
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must be ignored for tax purposes.... It 
has been said times without number that 
‘the legal right of a taxpayer to decrease the 
amount of what otherwise would be his 
taxes, or altogether avoid them, by means 
which the law permits, cannot be doubted’. 
Gregory v. Helvering. . . . Tower does not 
reject that principle.” * “It is now well set- 
tled that, in order to sustain a family part- 
nership for tax purposes, it must be shown 
that the wife contributed either capital, or 
services of a vital nature. Commissioner wv. 
Tower.” “The Tower and Lusthaus cases 
delineate the tests to be applied in deter- 
mining whether the family partnership is a 
genuine partnership for Federal Income tax 
purposes. These tests are merely to aid in 
the ultimate determination as to the exist- 
ence of an actual, bona fide partnership.” ™ 
The Income Tax Unit has concocted four 
tests for this purpose.” A more imaginative 
Circuit Court of Appeals listed eight indicia, 
then concluded: “We cannot catalogue here 
all of the incidents that may have some pro- 
bative force in the determination as to whether 
or not an alleged family partnership is a 
matter of substance, or shadow, but such a 
determination is essential to the solution of 
cases like the one before us.” * 


| he must not be supposed that family part- 
nerships became a less significant subject 
because of the “community property feature” 
of the Revenue Act of 1948. Husband and 
wife might desire to split incomes other than 
in the fifty-fifty ratio offered by statute.™ 
And there are all sorts of other relatives 
who might become partners under question- 
able circumstances. But the same judicial 
yardsticks are applied. “Absent both capital 
originating with them and the contribution 
of services, we find that the alleged part- 
nership with the children is not recognized 
for Federal tax purposes. Commissioner v. 





1 Lawton et al. v. Commissioner [47-2 ustc 
{ 9392], 164 F. (2d) 380 (CCA-6, 1947). 


2» Edwin F, Sandberg [CCH:Dec. 15,631], 8 TC 
423 (1947). 


21 Wilson v. Commissioner [47-1 ustc { 9239], 
161 F. (2d) 661 (CCA-7, 1947). 


227, T. 3845, 1947-1 CB 66. 


23 Belcher v. Commissioner [47-2 ustc { 9308], 
162 F. (2d) 974 (CCA-5, 1947). 


24Some tax advisers ‘‘are avidly pressuring 
Congress to grant retroactive relief from the 
Tower and Lusthaus decisions for the years 
prior to 1948. Such legislative relief is not 
warranted. The courts are doing a respectable 
job in separating the wheat from the chaff in 
this field.’’ Stanley S. Surrey, ‘‘Federal Taxa- 
tion of the Family—The Revenue Act of 1948,”’ 
Harvard Law Review, July, 1948, p. 1111. 


157 











Tower.” * Tax recognition similarly was 


withheld, under the Tower doctrine, from a 
partnership with the taxpayer’s mother.” 
Yet any other family partnership has far 
greater chance of tax recognition than has 
a partnership with one’s spouse, for “it has 
been aptly said that ‘bed chamber arrange- 





* Herman Schaeffer et al. 
16,592(M)], 7 TCM 657 (1948). 

2 Houghland v. Commissioner [48-1 ustc 
{ 9217], 166 F. (2d) 815 (CCA-6, 1948). 


[CCH Dec. 


ments’ between a husband and wife will be 
viewed with suspicion.” ™ 


Few partners seem so frequently bracketed 
as Tower and Lusthaus; in future years, it 
would not be surprising if people came to 
believe that the leading tax case on the sub- 
ject of family partnerships involved the firm 
of Tower & Lusthaus, manufacturers and 
retailers of iron furniture. [The End] 


21 George J. Laikin, ‘“Tax Pitfalls,’’ TAXES— 
The Tax Magazine, July, 1947, p. 657. 
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ACQ. AND NON-ACQ.—Continued from page 82 | 





vations on the comments of J. E. Cassel, 
CPA, of Albuquerque, New Mexico, in 
the Acq. and Non-acq. column of the Jan- 
uary, 1949 issue, in which he expresses 
agreement with my conclusion that the 
proper practice for a taxpayer facing fraud 
trouble is to consult a qualified lawyer, 
which he says he would certainly insist on 
as a taxpayer’s accountant; but with re- 
spect to my address, “Penalties and Prob- 
lems Arising in Civil Fraud Cases,” 
published in the September, 1948 issue, he 
states that it is worth noting that some 
twelve or fifteen states have privileged 
communications statutes covering informa- 
tion furnished to or obtained by account- 
ants in the regular pursuit of their profession, 
and that they have been successfully 
relied upon to protect the constitutional 
rights of clients in both the state and fed- 
eral courts, as well as from the investi- 
gators of divers bureaus and agencies. 


He has not favored us with any citations 
indicating that the courts of New Mexico 
or the federal courts have made any re- 
ported decisions on the effect of the privi- 
leged communications statutes referred to 
by him. Examination of the New Mexico 
Statutes Annotated (Bobbs-Merrill Edition) 
through 1947 fails to reveal a reported case, 
nor is it too surprising that there do not 
appear to be reported federal court deci- 
sions on privileged communications to ac- 
countants, when we consider that, as a 
general proposition, federal criminal juris- 
prudence and procedure are not controlled 
by local state statutes. 


In the case of Wolfe v. United States, 
291 U. S. 7, the Supreme Court of the 
United States, considering privileged com- 
munication between husband and wife, held 
that, in the absence of Congressional legis- 
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lation on the subject, the rules governing 
the competency of witnesses in criminal 
trials in the federal courts are to be con- 
trolled by common-law principles and not 
by local statutes. This holding is the basis 
of Rule 26 of the Rules of Criminal Pro- 
cedure adopted by the Supreme Court in 
1946, reading as follows: 


“The admission of evidence and the com- 
petency and privilege of witnesses shall be 
governed, except when an Act of Congress 
or these rules otherwise provide, by the 
principles of the common law as they may 
be interpreted by the courts of the United 
States in the light of reason and experience.” 


The professional advisers of a taxpayer 
seriously considering the assertion of his 
constitutional rights have a grave responsi- 
bility in deciding to what persons he may 
make confidential communications or ad- 
missions, lacking any clear weight of fed- 
eral decisions (Supreme Court or lower) to 
the effect that the client’s communications 
to his accountant are privileged. 


I think that my statements at pages 794 
and 795 of the September issue indicate 
clearly that reliance on professional advice, 
including that of an accountant, may pro- 
tect the taxpayer from the fraud penalty, 
provided he has revealed the true facts to 
his adviser (page 793), and that the lack 
of a good accounting system may be 
proved to establish that the taxpayer had 
no intent to defraud. Mr. Cassel sees “no 
need for the attorney to be reticent about 
requiring a thorough accounting examina- 
tion of his client” to obtain favorable evi- 
dence or prove honest error. Though in a 
sense accounting may be said to be in- 
volved in pratically all fraud cases, we 
must not lose sight of the income tax law 
principle that income is a matter of fact 
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and not of bookkeeping or accounting, so 
that the lawyer has the responsibility to 
determine whether, as a matter of evidence 
in a criminal trial forum, the situation is 
such that crime and the taxpayer’s right 
not to incriminate himself are involved. 


In this view of the matter, it would seem 
to be in the best interests of the client seek- 
ing to rely on his constitutional rights, to 
make his communications to the lawyer, 
against whom he can assert the privilege 
not to reveal them. My suggestion that 
the accountant’s position in the fraud sit- 
uation is “more or less delicate,” referred 
to by Mr. Cassel, was certainly not de- 
signed to emphasize the possibility of the 


accountant’s complicity of a degree requir- 
ing him to refrain from incriminating himself. 

I think that, in this regard, my state- 
ments make clear the concern for the client’s 
best interests from the viewpoint of evi- 
dence that could be used for or against him 
in a fraud, and possibly criminal, situation. 

The locale of my address was that of the 
Federal Bar Association of New York, New 
Jersey and Connecticut, states which do not 
have privileged communications statutes 
covering accountants or a body of common 
law establishing such privilege. 


WALTER H. SCHULMAN 
NEWARK 
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before and after the purchase. There was 
no market for the bonds except to the maker, 
and there was no evidence that the bond- 
holders’ intent was other than to obtain the 
highest available price for their claims, The 
nature of the gain derived by a debtor from 
purchase of his own obligations at a dis- 
count is the same whether the debtor is a 
corporation or a natural person, and the 
conclusion that the gain in this case is in- 
cludible in gross income under Code Sec- 
tion 22 (a) is strengthened by the fact that 
Section 22 (b) (9) which, by temporarily 
relieving only certain corporations from the 
taxability of gains derived from their pur- 
chases of their own obligations at a dis- 
count, makes it clear that similar gains derived 
by natural persons remain taxable under 
Section 22 (a). Transfers to which Section 
22 (b) (9) applies cannot, without more, 
qualify as exempt gifts under Section 22 
(b) (3), and the same may be said of the 
acquisition, by a natural person, of his own 
obligations as debtor. In this case there 
was nothing to indicate that the bondhold- 
ers intended to make any gift to the debtor. 


Justices Reed and Douglas dissented: 


“As detailed in Helvering v. American 
Dental Company [43-1 ustc J 9318], 318 U. S. 
322, the problems of the tax results to 
the debtor of the release of indebtedness 
have been difficult. That opinion shows that 
both Congress and Internal Revenue Reg- 
ulations have taken varying views as to 
whether a taxpayer should pay an income 
tax on such balance sheet improvements. 

“We held in the American Dental case in 
1943 that the ‘receipt of financial advantages 
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gratuitously was a gift under Int. Rev. 
Code Section 22. Congress has made no 
change in the law since that time, nor has 
it been requested to do so. For the reasons 
discussed at length in that case, we are of 
the opinion that the judgment of the Court 
of Appeals should be affirmed.” 


Red Bottoms and Red Faces 


Rain or no rain for the inauguration, 
there is still a cloud over the proceedings. 
It is caused by the tax exemption, which 
failed to materialize, for the tickets to the 
ceremonies. Tickets were sold by the Com- 
mittee on Inaugural Ceremonies to the 
grandstand along the parade route, to the 
inaugural ball and to the gala inaugural con- 
cert on Wednesday evening. The receipts 
from their sale, above the costs, were to go 
to the Community Chest; and the deficit, 
if any, was underwritten by the District of 
Columbia Businessmen’s Association. The 
chairman of the ceremonies committee ex- 
plained that no tax had been collected on 
the sale of the tickets because of “assur- 
ances” that Congress would grant the ex- 
emption. The House, weak and willing, 
passed the measure, but the Senate, con- 
cerned with all sorts of tax exemptions— 
nonprofit agricultural fairs, church bazaars, 
stoves for brides, baby oil and baby powder, 
was strong and adamant. 


“It is no luxury to pay $20 for a ticket 
to attend the inaugural ball,” exclaimed 
Senator McCarthy of Wisconsin, “when 
mothers are charged luxury tax on powder 
for their babies’ red bottoms.” 
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The measure (H. J. Res. 85) was defeated 
by a vote of 47 to 44. Now the question to 
be answered on the editorial pages, and 
over the air, is this: Who was defeated? 
Was it the District of Columbia Business- 
men’s Association, which must make up a 
deficit? Was it the Community Chest, which 
gets no profits? Or was it the Truman 
Democrats, who saw six Southern Senators 
join with Republicans in the voting? 


Notes 


National banks cannot serve as consult- 
ants on tax matters nor engage in the busi- 
ness of preparing income tax returns, says 
the Comptroller of Currency, but the ex- 
tent to which a bank wants to assist its 
customers depends primarily on the bank’s 
management, — — — — The Commissioner 
takes a punch at Jack Dempsey, but the 
Tax Court calls it a foul blow. Dempsey 
received a percentage of the gross receipts 


in addition to a salary. In the view of the 
Commissioner, the salary was unreasonable, 
but T. C. said: “Total amount paid in 1942 
constituted reasonable compensation for the 
use of his name and for services rendered 
in the light of his great popularity and in 
view of the amounts he was paid for public 
appearances.” — — — — Although the 
Commissioner did not go into detail in his 
ruling regarding the capital gains setup on 
the sales of the radio shows, Altman did 
in the January issue. He explains why 
Amos and Andy might succeed where Jack 
Benny might fail in availing themselves of 
the capital gains provisions of the income 
tax law. But before you jump to conclu- 
sions, read the approach to the problem by 
Walter Schulman on page 101. Generally 
speaking, this question is not new to Mr. 
Schulman, for a 1931 issue of this magazine 
carries an article written by him on the 
Caruso case. 


[The End] 
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Sir: 

In “Talking Shop” for the January, 1949, 
issue, page 70, the solution to problem 5 
of the November, 1948 CPA examination 
gives no effect to Section 117 (j), which 
would, I believe, cover the transaction in 
so far as the real and depreciable property 
is concerned. 

RIcHARD B. Keck 
CHICAGO 


Sir: 


On page 70 of the January, 1949 issue 
you furnish a solution to a November, 1948 
uniform CPA examination problem. I do 
not believe that this solution is correct. 


Marvin D. Waters, CPA 
St. Louis 


Sir: 


I received my January, 1949 copy of TAXEs 
this afternoon, and, as is my habit, turned 
first to “Talking Shop.” I eagerly read 
your solution to problem 5 of the No- 
vember, 1948 CPA examination on page 70, 
and had an empty feeling in the pit of my 


stomach when I finished it since my solu- 
tion and yours are worlds apart. When I sat 
for the exam in November, I walked out 
feeling that at least “5” was a problem on 
which I could expect full credit. 


Rosert D. MILLER 
WEstT HARTFORD, CONNECTICUT 


Sir: 


In the solution to problem 5 of the uni- 
form CPA examination, you state that 
the losses are capital losses “which could 
be carried forward against future capital net 
gains.” It appears to me that the losses are 
not capital but ordinary, and deductible in 
full in the year of sale under the provisions 
of Section 117 (j). It would seem that the 
assets land, building and equipment, when 
used in the taxpayer’s trade or business, are 
specifically excluded from the definition of 
capital assets under Section 117 (a). 

Gerson H. LacHMAn, CPA 
DALLAS 


[We hope the corrected answer gives our 
student readers a new lift.] 
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Books ... 


Montgomery's Annual Revisions 


Federal Taxes—Corporations and Partner- 
ships 1948-49. Robert H. Montgomery, Con- 
rad B. Taylor and Mark E. Richardson. 
Ronald Press Company, 15 East 26th Street, 
New York 10, New York. 1948. Two 
volumes, 1892 pages. $20. 


Federal Taxes—Estates, Trusts and Gifts 
1948-49. Robert H. Montgomery and James 
O. Wynn. Ronald Press Company, 15 
East 26th Street, New York 10, New York. 
1948. 1263 pages. $10. 


The annual editions of Montgomery’s 
“Big Three” (the two volumes on corpora- 
tions and partnerships and the one on es- 
tates, trusts and gifts) are always “musts” 
for well-equipped tax libraries. This year 
tax men will find even more frequent oc- 
casion to consult these books in dealing with 
the provisions of the Revenue Act of 1948. 


Mr. Montgomery, who for a number of 
years has been pleading for enactment of 
an understandable federal tax law, con- 
cludes, in his new preface, that it “is just 
too simple to get done.” While “there is 
general agreement [in Congress] about a 
number of highly important remedial pro- 
visions, these are mixed in with 
controversial subjects and the result is 
about as near zero as the thermometer can 
register.” 

But what is not understandable in the 
tax law is at least clarified by Mr. Mont- 
gomery’s treatment of it. In the new edi- 
tons, as in their predecessors, the material 
is presented in the logical order of reference 
—definitions of tax terms, the provisions of 
the Internal Revenue Code and the Regu- 
lations, the significant cases and editorial 
comment and explanation. Each tax situa- 
tion has been re-evaluated in view of what 
has happened to the law, and to its inter- 
pretation by the courts, during the year. 
Both works are copiously indexed. 

For those unacquainted with previous 
editions, a brief listing of the information 
covered may be helpful. Volume I of Cor- 
borations and Partnerships is subtitled “Gross 
Income and Deductions”; Volume _ II, 
“Taxes, Returns and Administration.” They 
discuss, in detail, such general topics as 


Books . . . Articles 


.. Articles 


taxable and exempt income; dividends and 
other corporate distributions; recognition of, 
and basis for determining, gain or loss; re- 
possessions and foreclosures of real estate; 
deductions; the taxability of corporations; 
undistributed profits and profit limitations 
on government contracts; methods and 
bases; tax administration; consolidated re- 
turns; income from partnerships and the 
disposal of partnership interests. Estates, 
Trusts and Gifts is concerned with methods 
of estate distribution; the income tax on 
decedents, estates and trusts; the estate tax 
on resident, citizen and nonresident alien 
decedents; the valuation of property for 
estate tax purposes; estate tax deductions; 
the imposition of the gift tax; and the com- 
putations, rates, returns and administration 
of estate and gift taxes. 


The Big Town 


New York: The World’s Capital City. 
Cleveland Rodgers and Rebecca B. Rankin. 
Harper & Brothers, 51 East 33rd Street, 
New York 16, New York. 1948. 398 pages. $5. 


Because “New York is the sum of in- 
numerable activities,” is cannot be classified 
—or even adequately characterized—in any 
single volume. The authors of this book 
believed, however, that a study of a num- 
ber of these activities might suggest, if not 
reveal, “the existence of laws or principles 
that may be helpful in solving some of the 
universal problems of the new day, especially 
those relating to urban existence.” Both 
authors are well qualified to undertake the 
task of examining these problems as they 
pertain to New York. Cleveland Rodgers, 
former editor of the Brooklyn Eagle and 
author of American Planning and New York 
Plans for the Future, has been an active 
leader in the cause of city planning since 
his appointment to the first Planning Com- 
mission of New York City in 1938. Rebecca 
B. Rankin, author of Guide to Municipal 
Government, City of New York, has been 
librarian of the New York Municipal Refer- 
ence Library since 1920. The result of 
their efforts is an investigation of the 
metropolis that combines the viewpoints 
and techniques of history, biography, soci- 
ology, politics and economics. 
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Not the least interesting portion of the 
book is Part IV, under the provocative title 
“Making Dollars More Democratic.” This 
is the story of Wall Street, to the average 
citizen “a place of mystery—sinister or 
otherwise, depending on the point of view.” 
Here, however, Wall Street is described as 
the scene of an activity which demonstrates 
the continuity in the commercial develop- 
ment of the country from its origin up to 
the present. “After all, settling and develop- 
ing America was a stock-selling job. Sir 
Walter Raleigh’s enterprises in Virginia and 
the Massachusetts Bay Company were share- 
holder operations, the Pilgrims had to show 
certificates to get aboard ship at Plymouth, and 
Henry Hudson worked for such a company.” 


There is no better indication of the size 
of the city and the scope of its activities 
than its tax bill. Chapter 29, “Taxing and 
Spending a Billion a Year,” presents sta- 
tistics of the type popularly known as 
“astronomical.” New York, say the authors, 
is “the richest community on earth, but 
the city corporation is relatively poor . 
The city simply tries to do the impossible 
and comes surprisingly near accomplishing 
it. The budget, like everything else in 
New York, just grew until it was in scale 
with the dimensions of the skyscraper town 
and as complex as the community itself.” 
The expense budget for the year 1947-1948 
was $1,031,961,754.73, while the proposed 
capital budget for 1948 was $244,541,292.58, 
on a five-year capital program of approxi- 
mately $500,000,000. The city’s debt totals 
about $2,856,717,190. “Despite these stagger- 
ing figures, the budgets are balanced, the 
city’s credit is excellent, and its tax rates 
compare favorably with those of smaller 
communities. Valuations are not out of line 
with market prices, and most taxpayers— 
tenants and property owners—unquestion- 
ably get more for their money than any- 
where else in the world.” 


Chapter 31 attempts to answer the ques- 
tion “Who Owns New York’s Real Estate?” 
“The processes by which ownership of 
Manhattan passed from the city to private 
owners do not differ greatly from 
those by which the continent was opened 
up by the national government. But after 
disposing of most of its public land, the 
Federal government left the subsequent de- 
velopment to the states and to private enter- 
prise. New York City had to foster the 
development of the land, because it had to 
depend on real estate taxes to pay the ex- 
penses of local government. 


“In a sense the city is still the landlord 
not only of Manhattan but of Greater New 
York as well. The city had to buy back 
about a third of the land for street and 
park purposes, and it still pays more than 
the assessed value for land for public pur- 
poses. But taxes are a first lien on all real 
estate, and if taxes are not paid the city 
takes back the property. The city’s inter- 
est, therefore, is no less vital today than 
when it held title to most of Manhattan.” 


Kentucky Fiscal Problems 


State Supervision of the Property Tax 
Assessments in Kentucky. Beulah Lea Pardue. 
Bureau of Business Research, University of 
Kentucky, Lexington, Kentucky, 1948. 67 
pages. 50¢. 


The fifteenth in a series of public finance 
administration studies, this monograph ex- 
amines current American experience with 
technical assessment aids, administrative 
aids and legal aids, then seeks to evaluate 
the particular needs of Kentucky in the 
light of practices throughout the country. 


Kentucky State Purchasing. Alva Marian 
Matherly. Bureau of Business Research, 
University of Kentucky, Lexington, Ken- 
tucky. 1948. 61 pages. 50¢. 


Kentucky State Purchasing sketches the 
development of central purchasing in the 
state government of Kentucky. It draws 
fairly extensive comparisons with experi- 
ence in other states throughout this histori- 
cal sketch. The story culminates with the 
legislation enacted in 1936 which set up 
substantially the present legal machinery 
for buying administration. The remainder 
of the monograph examines critically the 
current practices as of early 1947. 


The general conclusion is that “the pur- 
chasing law in the state is basically sound,” 
but that “there are some ‘kinks’ which must 
be straightened out if the system is to 
achieve the high aims with which it was 
launched.” Miss Matherly shows that 
among the conditions leaving something to 
be desired under 1947 practices are (1): an 
inadequate number of buyers, (2) the low 
salaries of buyers as compared with the pay 
of comparable workers in private business, 
(3) lack of adequate state storage facilities, 
(4) absence of systematic scheduling of 
purchases, (5) infrequency of laboratory 
checks on goods delivered, (6) slow and 
relatively umnspecialized service and (7) 
certain other failures “to comply fully with 
the spirit of the provisions for instituting 
the present organization.” 
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APPELLATE AND LOWER COURTS 


Penalties: Fraud: Criminal: Proof: 
Kickbacks deducted from gross sales and 
identification as net sales on return.—Tax- 
payer had deducted bribes or kickbacks, 
paid to ship captains to induce them to buy 
from him, from his gross sales, and referred 
to the balance reported on his returns as 
“total net sales.” This was done because 
the alleged payments were not allowable 
deductions. Evidence included schedules 
introduced by stipulation of counsel and 
showing total gross sales approximately 
seventeen to twenty per cent above the net 
sales shown on taxpayer’s returns for the 
taxable years 1942 and 1943, and testimony 
of an accountant that the discrepancies had 
been called to the taxpayer’s attention in 
connection with the preparation of his re- 
turn. It was held that the evidence was 
sufficient to make out a prima facie case 
sufficient to sustain the jury’s verdict and 
conviction —CA-5. Pebley Barrow, Sr., Ap- 
pellant v. United States of America, Appellee, 
49-1 ustc J 9112. 


Corporation converted into partnership: 
Income earned after execution of contract 
of sale and prior to approval by state rail- 
road commission——Under the California 
law, a sale of a bus corporation could not be 
made without prior approval of the Railroad 
Commission. This was recognized by the 
form of papers and proceedings before that 
commission. Accordingly, taxpayer’s con- 
tention that the commission, on September 
15, 1942, merely ratified a contract of sale 
executed June 9, and that income during the 
interim was taxable to the successor part- 
nership, was rejected—CA-9. Harry V. 
Soanes, Petitioner v. Commissioner of Internal 
Revenue, Respondent. Frank O. Bell, Peti- 
tioner v. Commissioner of Internal Revenue, 
Respondent. Luther E. Gibson, Petitioner v. 
Commissioner of Internal Revenue, Respond- 
ent. Vallejo Bus Company, a Dissolved Cor- 
oration, Petitioner v. Commissioner of 


Interpretations 





Internal Revenue, 
q 9122. 


Admissions tax: Women admitted at re- 
duced prices: T. D. 5129 valid—The oper- 
ator of a ballroom which regularly admits 
men at one rate of admission and women at 
a lower rate is required to collect from 
women, and to make return of an admis- 
sions tax equal in amount to that collected 
from men. T. D. 5129, interpreting “reduced 
rates” as used in Code Section 1700, is not 
unreasonable or inconsistent with the stat- 
ute, and is valid —CA-10.. United States of 
America, Appellant v. Covey Gas & Oil, a 
Partnership, Appellee, 49-1 ustc J 9103. 


Deductions: Expenses: Compensation for 
personal services: Officer serving several 
related corporations.—Taxpayer, one of sev- 
eral related corporations, claimed a deduc- 
tion of $10,000 for compensation paid one 
of its principal stockholders. The Commis- 
sioner disallowed the excess over $6,000, and 
was upheld by the Tax Court on the basis 
of testimony of the recipient that he de- 
voted thirty to fifty per cent of his time to 
the work compensated, that he also per- 
formed services for the other companies and 
received a salary of $5,000 from one of them, 
and that he performed occasional services 
for outsiders. The Tax Court’s determina- 
tion that $6,000 was a reasonable allowance 
was held to be warranted on the record. 
—CA-10. Rota-Cone Oil Field Operating 
Company, Petitioner v. Commissioner of In- 
ternal Revenue, Respondent. Municipal Se- 
curities Company, Petitioner v. Commissioner 
of Internal Revenue, Respondent, 49-1 ustc 
q 9104. 


Penalties: Fraud: Degree of proof: Evi- 
dence of expenditures as evidence of income. 
—Where the evidence showed that tax- 
payer had failed and refused to keep rec- 
ords, and no direct evidence of income was 
available, the government’s charge of at- 
tempting to defeat and evade federal income 
tax by filing false and fraudulent returns for 
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Respondent, 49-1 ustc 





1942-1945 was susceptible of proof by cir- 
cumstantial evidence alone. Under such 
circumstances, evidence of expenditures in 
a given year, taken with other facts and cir- 
cumstances in evidence, presented a ques- 
tion of fact for the jury as to whether such 
expenditures represented income for the 
year expended. It was not necessary for 
the jury first to infer that the expenditures 
represented income and then, from that in- 
ference, infer that it was income for the 
year of expenditure—DC Mo. United States 
of America, Plaintiff v. Harry W. Schuer- 
mann, Defendant, 49-1 ustc { 9115. 


Interest on deficiencies: Excess profits 
tax deficiency asserted at same time as de- 
nial of Section 722 relief—Judgment was 
entered for taxpayer in a suit to recover 
interest assessed and paid on a deficiency 
in excess profits taxes for 1942. Taxpayer, 
according to the stipulation of facts, had 
filed claim for relief under Section 722 in 
the amount of $6,728.16, which was denied 
at the same time the deficiency was deter- 
mined, in the amount of $20,212.96 plus in- 
terest, on August 31, 1944. Recovery was 
allowed for all interest paid for the period 
prior to September 16, 1945, minus amounts 
attributable to the portion of tax which was 
postponed under Code Section 710(a)(5). 
On these latter amounts, the excluded in- 
terest was computed as though on quarterly 
installments, from the date each would 
have become due until the date the defi- 
ciency was determined.—DC Okla. Harold 
Johnson, Jimmie Johnson, Eleanor Johnson 
and Ruth Johnson, as Trustees and Trans- 
ferees of Johnson Ice Cream Company, a Dis- 
solved Corporation, Plaintiffs v. H. C. Jones, 
Collector of Internal Revenue, Defendant, 49-1 
ustc {J 9121. 


TAX COURT 


Gross income from business: Cost of 
goods sold: Amounts paid in excess of 
OPA ceiling prices—Taxpayer paid to 
wholesale meat packing firms, for meats 
purchased from them, amounts in excess of 
the OPA prices then in effect. In com- 
puting gross income from sales of the meat, 
taxpayer deducted the entire cost of the 
meats. The Commissioner disallowed the 
amounts in excess of the OPA prices on 
the theory that the cost of goods sold should 


be treated as a deduction and, to the extent 
that the OPA ceilings were violated and 
involved an illegal payment, the over-ceiling 
payments were not deductible. The Tax 
Court held that the entire cost was to be 
deducted in computing gross income, on the 
ground that the payments in question were 
actually a part of the cost of the goods sold 
rather than a deduction under Code Sec- 
tion 23. No more than gross income could 
be subjected to tax, under any theory; and 
the cost of goods sold, whether legal or 
illegal, must be deducted from gross receipts 
in order to arrive at gross income.—Lela 
Sullenger v. Commissioner, J. H. Sullenger v. 
Commissioner, CCH Dec. 16,735. 


STATE COURTS 


Estate tax: Priority of claim for attor- 
ney’s services.—An attorney’s claim for serv- 
ices rendered to the executors of a dece- 
dent’s estate is an administration expense 
and has priority over all other claims of the 
estate, including the state’s claim for trans- 
fer taxes.—N. Y. Estate of John J. McGrane, 
CCH New York TAx Reports { 98-096. 


Community property: Joint will agree- 
ment.—Although an agreement disposing of 
Washington community property and serv- 
ing as a mutual will was probated only at 
the death of the spouse first to die, one half 
of the community was taxable on the death 
of each spouse. This was the decision of 
the Washington Supreme Court in a case 
involving an agreement whereby the sur- 
viving spouse should have a life estate in 
the community with a power of disposition, 
the remainder to go to the children. Upon 
the death of the wife, the first to die, the 
agreement was probated as her will, and an 
inheritance tax was paid on her interest in 
the community. Upon the subsequent death 
of the husband, only a will disposing of sep- 
arate property which he had acquired since 
the wife’s death was offered for probate. 
However, his half of the community passing 
in accordance with the prior agreement, as 
well as the separate property, was then 
taxed for inheritance tax purposes.—Wash. 
In the Matter of the Estate of Arthur G. 
Dunn, Deceased. Arthur G. Dunn, Jr. et al. 
as Executors, Respondents v. State of Wash- 
ington, Appellant, CCH INHERITANCE ESTATE 
AND Girt TAx Reports f 16,361. 


————$ qa 
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ture, without regard to whether such inde- 
pendent art works are created only occa- 
sionally or with some regularity and to 
whether they are or are not held primarily 
for sale to customers that the artists “find.” 

(5) Permission to the artist, if he is prop- 
erly considered in a trade or business, to 
regard certain of his art works as capital 
assets not held primarily for sale to cus- 
tomers, even though at some future date he 
may dispose of them by sale. 

(6) Elimination of copyright-splitting as 
a factor in allowing capital gain treatment 
to the artist, whether he sells the entire 
bundle of rights or only one of the rights, 
provided an exclusive, irrevocable assign- 
ment is made by the artist to the purchaser, 
with preservation for surtax of all arrange- 
ments for the use of property for a limited 
time in a restricted territory, the payment 
for which use, however designated, whether 
lump sum or installment, would be in the 
nature of rental. 

(7) Adoption of the principle that the 
existence of the artist’s contract for services, 
regardless of the manner of its connection 
with a business enterprise owned in whole 
or in part by him, directly or through corpo- 
rate stock proprietorship, should not raise 
any presumption that on the sale of the en- 
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such considerations are probably outweighed 
by the desirability of correcting an inter- 
pretation which was regarded by many as 
a misconception, which had caused con- 
tinous conflict between Bureau and courts 
and which had added uncertainty to an 
already complicated field. And, as is 
pointed out on page 119 of the article 
under consideration, the Bureau did not 
consistently follow its contract-execution 
precept when to do so would allow gains 
from a transaction to escape taxation; 
therefore, it would seem, few importers and 
exporters would rely on such a weak reed 
as the 1930-1947 tenet. 

(2) Since the Code contains no definition 
of the place of sale or of the word “sale,” 
it is somewhat difficult to understand how 
the present court and Bureau doctrine can 
be contrary to the “obvious meaning” of 
Section 119 of the Code. It is similarly 
difficult to find a conflict between the pre- 
sent rule and any part of the Regulations. 
As has been previously noted, the word 
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terprise the subject matter is personal serv- 
ices subjecting the entire purchase price to 
surtax, because as an inducement to the 
purchaser of the venture or as an incident 
the artist signifies that he will not break the 
existing contract for his services for which 
he is receiving compensation. In this con- 
nection, the existing employment contracts 
of the artist involved in such a sale might, 
for his tax purposes, be accorded the char- 
acter of capital assets, which they do not 
now enjoy in the federal judicial view of 
their nature. Any concomitant provisions 
for weekly or monthly compensation for 
future; services could still produce surtax 
at the time paid. 

The foregoing general observations do 
not exhaust the grounds or methods of relief, 
which must inevitably conform to Congres- 
sional tax policy. If the artist, for the 
conceivable general social welfare, is to be cul- 
turally creative, he should not have to work 
with his eye on the tax clock and the po- 
tential, immediate salability of his product. 
Whether he be only a year or a full genera- 
tion ahead of his time, he should not be bur- 
dened with a tax penalty on the market value 
appreciation of his work, which reflects the 
rapport of the public cultural appreciation 
of his art with its intrinsic merit. [The End] 





“marketed” as an explanatory substitute 
for “sold” has been in the Regulations since 
1922, and the Bureau first interpreted this 
particular part of the Code and the Regula- 
tions to mean the place where ownership 
is transferred. If any interpretation must 
be considered inconsistent with the am- 
biguous statement in the Regulations, it 
might well be the 1930 reversal of position, 
which was not accompanied by a corres- 
ponding change in the Regulations. 


(3) The statement that the present posi- 
tion is “confusion worse confounded” does 
not seem justifiable. The new rule provides 
simply that the place of sale for tax pur- 
poses is to be ascertained by application of 
the familiar rules of commercial law, sub- 
ject to the overriding tax consideration 
that the substance of a transaction, rather 
than its form, controls when necessary to 
prevent tax evasion. 


I feel that the Bureau has done a service to 
the taxpayer in the issuance of G. C. M. 25131. 
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State Tax Calendar 





ALABAMA 


March 1—— 
Automobile dealers’ report due. 
Insurance companies’ premiums tax re- 
port and payment due. 
Public utility property tax report due 
(last day). 


March 10—— 

Alcoholic beverage report and tax of 
public service licensees due. 

Alcoholic beverage report of wholesalers 
and distributors due. 

Automobile dealers’ report due. 

Tobacco stamp and use tax report and 
payment due. 

Tobacco wholesalers’ and jobbers’ report 
due. 


March 15—— 


Carriers’, warehouses’ and transporters’ 


gasoline tax report due. 

Carriers’, warehouses’ and transporters’ 
lubricating oils tax report due. 

Franchise tax report due (last day). 

Income tax return, information return 
and first installment due. 

Motor carriers’ mileage report and tax 
due. 

Oil and gas conservation tax report and 
payment due. 

Oil and gas production tax report and 
payment due. 


March 20—— 

Automobile dealers’ report duc. 

Coal and iron ore mining tax report and 
payment due. 

Diesel fuel tax report and payment due. 

Gasoline tax report and payment due. 

Lubricating oils tax report and payment 
due. 

Motor fuel tax report and payment due. 

Sales tax report and payment due. 


ARIZONA 
March 5—— 
Alcoholic beverages licensees’ report due. 


March 10—— 
Wholesalers of malt, vinous and spiritu- 
ous liquors, report and payment due. 
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March 15—— 
Gross income report and payment due. 
Income tax return, information return 

and first installment due. 

March 20—— 

Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 

March 25—— 

Motor vehicle fuel distributors’, whole- 
salers’ and carriers’ report and payment 
due. 


ARKANSAS 
March 1 
Franchise tax report due. 
Insurance companies’ premiums tax re- 
port and payment due (last day). 
Public utilities’ property tax return due. 
March 10—— 
Alcoholic beverages report due. 
Motor fuel carriers’ report due. 
Statement of purchases of natural re- 
sources due. 
March 20—— 
Gross receipts tax report and payment 
due. 
Use fuel tax report and payment due. 


March 25—— 
Motor fuel tax report and payment due. 
Natural resources severance tax report 
and payment due. 





CALIFORNIA 
March 1—— 
Common carriers’ distilled spirits tax re- 
port and payment due. 
Gasoline tax report and payment due. 
Insurance companies’ premiums tax re- 
port due. 
March 15—— 
Bank and corporation franchise tax re- 
turn and first installment due. 
Beer and wine report and tax due. 
Common carriers’ report of alcoholic bev- 
erages imported due. 
Corporation income tax return and first 
installment due. 
Distilled spirits report and tax due. 
Express and railroad companies trans- 
mitting money, report due. 
Use fuel tax report and payment due. 
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March 17 





Oil and gas production tax report due. 
March 20—— 
Motor carriers’ gross receipts report and 
tax due. 
March 31 
Mine owners’ report due. 





COLORADO 
March 1 
Gift tax return due. 
Insurance companies’ premiums tax re- 
port and payment due. 


March 5—— 





Alcoholic beverage manufacturers’ report . 


due. 
Motor carriers’ tax due. 
March 10—— 
Motor carriers’ report due. 


March 14— 
Sales tax report and payment due. 
Use tax report and payment due. ” 
March 15—— 
Coal mine owners’ report due. 
Coal tonnage tax report and payment due. 
Denver sales tax report and payment due. 
Franchise tax report due. 
March 25—— 
Diesel fuel tax report and payment due. 
Gasoline tax report and payment due. 


CONNECTICUT 





March 1 

Gasoline tax due. 

Insurance companies’ premiums tax re- 
port due. 

March 15—— 

Gasoline tax report due. 

Gasoline use tax report and payment due. 

Unincorporated business gross income tax 
report and payment due. 

March 20-—— 

Alcoholic beverage tax return and pay- 

ment due. 
March 30—— 

Certified copy of foreign and domestic 
corporations’ annual report and fee, 
to be filed with town clerk, due. 

Use tax annual report and payment due. 

March 31 

Electric, gas, power, water, railroad and 
street railway corporations’ tax return 
due. 

Public service companies’ report due. 


DELAWARE 
March 1—— 


Insurance companies’ premiums tax re- 
port and payment due. 


State Tax Calendar 











March 15—— 


Filling ‘stations’ gasoline tax report due. 
Manufacturers and importers of alcoholic 
beverages, report due. 


March 31 
Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 





DISTRICT OF COLUMBIA 


March 1 . 

Domestic and foreign 
panies’ report due. 

Insurance companies’ premiums tax due. 


March 10—— 
Licensed manufacturers and wholesalers 
of beer, report due. 
Licensed manufacturers, wholesalers or 
retailers of alcoholic beverages, report 
due. 


March 15—— 
Beer tax due. 


March 25—— 
Gasoline tax report and payment due. 
March 31 
Bank gross earnings tax semiannual in- 
stallment due (last day). 
Motor vehicle registration and fee due. 
Property tax semiannual installment due 
(last day). 
Public utility tax semiannual installment 
due (last day). 





insurance com- 





FLORIDA 

March 1 

Auto transportation companies’ 
and tax due. 

Insurance companies’ premiums tax due. 


First Monday: 
Public utility property tax return due 
(last day). 


March 10—— 
Agents’ and wholesalers’ cigarette tax 
report due. 
Manufacturers’ and dealers’ alcoholic bev- 
erages report and tax due. 


March 15—— 

Dealers’, importers’ and carriers’ gasoline 
report due. 

Electric, gas, light, heat and power, tele- 
phone and telegraph companies’ report 
and tax due. 

Gasoline use tax and report and gasoline 
nondistributors’ and carriers’ report due. 

Motor vehicle fuel use tax report and 
payment due. 

Transporters’ and carriers’ alcoholic bev- 
erage report due. 





report 
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March 25—— 
Gasoline sales tax and storage tax report 
and payment due. 
Oil and gas production tax report and 
payment due. 








March 31 
Auto transportation companies’ annual 
report due. 
GEORGIA 
March 1 
Foreign corporations’ list of resident 


stockholders due. 
Insurance companies’ 
and tax due. 
Public utilities’ special franchise 
(property tax) report due. 
Railroads’ property tax return due. 
March 10—— 
Cigar and cigarette wholesale dealers’ re- 
port due. 
Distilled spirits wholesale dealers’ report 
due. 
Motor carriers’ report due. 
March 15—— 
Income tax return, information 
and first installment due. 
Intangible personal property return due. 
Malt beverage tax report due. 
March 20—— , 
Gasoline tax report and payment due. 


premiums return 


tax 


return 


IDAHO 
March 1 
Express companies’ report due. 
Insurance companies’ premiurgii tax re- 
turn due. 
March 15—— 
Beer dealers’, brewers’ and wholesalers’ 
report due. 
Cigarette wholesalers’ drop shipment re- 
port due. 
Electric power 
tax due. 
Gasoline tax report and payment due. 
Income tax return, information return 
and first installment due. 


March 25—— 

Gasoline dealers’ report and payment due. 
Use fuel tax report and payment due. 
March 31 
Express companies’ tax due (last day). 
Insurance companies’ premiums tax due. 

Motor vehicle registration fee due. 





companies’ report and 





ILLINOIS 
March 1 


Insurance companies’ premiums tax re- 
turn and payment due. 
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March 10—— 
Motor carriers’ mileage tax report and 
payment due. 


March 15—— 
Alcoholic beverage tax report due. 
Cigarette tax return due. 
Public utilities’ tax report and payment 
due. 
Sales tax report and payment due. 


March 20—— 
Gasoline tax report and payment due. | 


March 30—— 1 
Gasoline transporters’ report due. 


INDIANA 
March 1—— 
Alcoholic vinous beverage tax due. 
Fire insurance companies’ semiannual 


premiums tax due. 
Insurance companies’ premiums tax re- 
«turn and payments due. 


March 10—— 
Cigarette distributors’ interstate business 
report due. 


March 15—— 
Alcoholic vinous beverage tax due. 
Cigarette distributors’ drop shipment re- 
port due. 
Use fuel tax report and payment due. 


March 20—— 
Bank and trust companies’ intangibles 
tax report due. 
Bank and trust companies’ 
report and payment due. 
3uilding and loan associations’ intangibles 
tax report and payment due. 


March 25 
Distributors’ and carriers’ gasoline tax 
report and payment due. 
Fuel dealers’ use fuel tax report and 
payment due. 


share tax 





IOWA 





March 1 
Bank share tax first installment due. 
Express companies’ property tax report 
due. 

Grain handling report due. 

Insurance companies’ premiums. tax re- 
turn and payment due. 


March 10—— 
Carriers’ gasoline tax report and pay- 
ment due. 
Class “A” permittees’ beer tax report and 
payment due. 
March 20—— 
Gasoline tax report and payment due. 
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March 31 
Income tax return, information return 
and first installment due. 
Property tax list due (last day). 





KANSAS 
March 1 
Information at the source return due. 
Insurance companies’ premiums tax and 
annual statement due. 
Railroad companies’ return of tax with- 
held from private car companies due. 
March 10—— 
Malt beverage report due. 





March 15—— 
Carriers’ gasoline and fuel use tax report 
due. 
Compensating tax report and payment 
due. 


Motor carriers’ gross ton mileage tax 

report and payment due. 
March 20——— 

Railroad, telegraph, telephone, pipe-line 
and electric power companies’ return 
due. 

Sales tax report and payment due. 

Use fuel tax report and payment due. 

March 25—— 
Gasoline tax report and payment due. 
March 31 
Bank share report due (last day). 
Franchise tax report and payment due. 





KENTUCKY 
March 1 
Insurance companies’ (other than life) 
premiums tax return and payment due. 
Motor vehicle registration fee due. 
March 10—— 
Amusement and entertainment report and 
tax due. 
Distilled liquors blenders’ and rectifiers’ 
tax payment due. 
Refiners’ and importers’ gasoline tax re- 
port due. 
March 15—— 
Alcoholic beverage report due. 
Fuel use tax report and payment due. 
Income tax information return due. 
Passenger carriers’ mileage tax due. 
Public utilities’ gross receipts tax report 
and payment due. 
March 20-—— 
Cigarette wholesalers’ report due. 

Oil production tax report and payment 
due. 
March 31 
Dealers’ and transporters’ gasoline tax 

report and payment due. 
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March 1 


March 1 


March 31 


Louisville income tax withholding agents’ 
payment due. 

Public utilities’ franchise tax report due 
(last day). 

Public utilities’ property tax return due. 


LOUISIANA 





Chain store tax due before this date. 

Foreign corporations’ report due. 

Insurance companies’ premiums tax re- 
port and payment due. 

License tax delinquent. 

Soft drinks tax report due. 

Taxable property of persons engaged in 
selected businesses, report due. 

Tobacco tax report due. 


March 10—— 


Importers’ beer report due. 
Importers’ gasoline tax report due. 
Importers’ kerosene tax report due. 
Importers’ lubricating oils report due. 


March 15—— 


Carriers’ beer report due. 

Carriers’ gasoline tax report due. 
Carriers’ kerosene tax report due. 
Carriers’ lubricating oils report due. 
Intoxicating liquor report due. 

Soft drinks tax report due. 
Tobacco tax report due. 


March 20——. 


Beer wholesale dealers’ tax report and 
payment due. 

Fuel use tax report and payment due. 

Gasolige tax report and payment due. 

Kereflttie tax report and payment due. 

Lubricating oils tax report and payment 
due. 

New Orleans sales and use tax report and 
payment due. 

Sales and use tax report and payment 
due. 


MAINE 





Express and parlor car companies’ report 
due. 

Foreign corporation license fee due. 

Insurance companies’ premiums tax re- 
port due. 

Motor vehicle registration fee due. 


March 10—— 


Malt beverage manufacturers’ and whole- 
salers’ report due. 


March 15—— 


Use fuel tax report and payment due 





Gasoline tax report and payment due 
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MARYLAND 


March 10—— 
Admissions tax payment due. 
Beer tax report and payment due. 


March 15—— 

Distillers’ and bonded and other ware- 
housemen’s report due. 

Insurance companies’ tax report and pay- 
ment due. 

Sales and use tax report and payment 
due. 

Utilities’ gross receipts franchise tax re- 
port due. 


March 30—— 
Purchasers of cargo lots of motor fuel, 
report due. 


March 31 
Gasoline tax report and payment due. 
Motor vehicle registration fee due. 





MASSACHUSETTS 
March 1 
Alcoholic beverage annual excise (income) 
tax report due. 
Information at the source return due. 
Insurance companies’ (except marine or 
fire and marine) tax return due; life 
insurance companies’ tax on net value 
of policies due. 
Personal income tax return and first in- 
stallment due. 


March 10—— 
Alcoholic beverage excise tax report and 
payment due. 
Meals excise tax report and payment due. 


March 15—— 

Bank net income tax report due. 
March 20—— 

Cigarette tax report and payment due. 


March 31 
Motor fuel tax report and payment due. 








MICHIGAN 





March 1 

Insurance companies’ premiums tax re- 
port delinquent. 

Property tax without interest charges 
due (last day). 


March 5—— ‘ 


Carriers’ gasoline statement due. 


March 10—— 
Common and contract carriers’ 
and fee due. 


March 15—— 
Sales tax report and payment due. 
Use tax report and payment due. 


report 
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March 20—— 
Cigarette tax report and payment due. 
Diesel fuel users’ tax report and payment 
due. 

Distributors’ gasoline tax report and pay- 
ment due. 

Fuel sold for use on vessels, tax due. 

Gas and oil severance tax report and 
payment due (last day). 

March 31 
Intangibles tax return, including informa- 

tion return of trustees and agents, due. 





MINNESOTA 





March 1 
Income tax information return due. 
Insurance companies’ premiums tax re- 
port due. 

Iron severance operators’ tax report due. 

Personal property tax due. 

Public utilities’ (except railroads) gross. 
earnings tax due. 

Railroads’ gross earnings tax semiannual 
installment due. 

Taconite tax report due. 

March 10—— 

Wholesalers’, brewers’ and manufacturers” 
alcoholic beverage report due. 

March 15—— 


Gift tax return due. 

Income tax return and first installment 
due. 

Interstate motor carriers’ mileage tax due. 


March 20—— 
Cigarette tax and report due. 


March 23—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Special use fuel tax report and payment 
due. 


‘Tractor fuel sellérs’ report due. 


MISSISSIPPI 

March 1 

Domestic insurance companies’ premiums 
tax report and payment due. 


March 5—— 
Factories’ report due. 


March 10—— 
Admissions tax report and payment due. 


March 15—— 

Carriers’ gasoline tax report and payment 
due. 

Income tax information return due. 

Income tax return and first installment due. 

Manufacturers, distributors and whole- 
salers of tobacco, report due. 

Retailers, wholesalers and distributors of 
light wine and beer, report due. 
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Sales tax report and payment due. 
Timber severance tax report and payment 
due. 
Use fuel tax report and payment due. 
Use tax report and payment due. 
March 20-—— 
Gasoline distributors’, refiners’ and pro- 
cessors’ report and payment due. 
March 25—— 


Oil severance tax and report due. 


MISSOURI 

March 1 

Factories’ report due. 

Franchise tax report due. 

Income tax information return due. 

Insurance companies’ premiums tax re- 

port due. 
Sales tax annual report due. 


March 5—— 


Nonintoxicating beer permittees’ report 
due. 


March 10—— 
Oil inspection tax report and payment 
due. 
Receivers of petroleum products, report 
due. 
March 15—— 
Alcoholic beverage sales report due. 
Intangibles tax return and payment due. 
March 25—— 
Use fuel tax report and payment due. 
March 30—— 


St. Louis income tax report and payment 
due. 


March 31—— é 
Gasoline distributors’ report and payment 
due. 
Income tax return and first installment 
due. 
Soft drinks manufacturers’ report and 
payment due. 





MONTANA 
March 1 


Corporations’ report of indebtedness due. 

Foreign corporations’ report of capital 
employed due. 

Insurance companies’ premiums tax re- 
port due. 

Moving picture theater licenses issued 
and tax due. 

Sleeping car companies’ report due. 

Telephone companies’ tax and report due. 
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First Monday—— 


Telegraph, telephone, electric power or 
transmission line, canal, ditch and flume 
companies’ property return due. 

March 15—— 

Brewers, wholesalers and transporters of 
beer, report and payment due. 

Carriers’ gasoline tax report due. 

Electric companies’ report and tax due. 

Gasoline tax report and payment due. 

Income tax information return due. 

March 20—— 


Producers, transporters, dealers and re- 
finers of crude petroleum, report due. 
March 31—— 


Income (corporation license) tax return 
due. 
Insurance companies’ license expires. 


NEBRASKA 
March 1 
Insurance companies’ premiums tax re- 
port due; foreign companies’ payment 
due. 
March 10—— 
Bank share tax report due. 
Cigarette distributors’ report due. 
March 15—— 


Alcoholic beverage manufacturers’ and 
wholesale distributors’ report due. 

Carriers’ gasoline tax report due. 

Gasoline tax report and payment due. 








NEVADA 
MARCH 1 
Foreign corporations’ annual statement 
due. 
Insurance companies’ (except foreign 


surety) tax return due; foreign life and 
accident companies’ tax due. 


First Monday: 


Installment loan companies’ intangibles 
tax due. 

Property tax quarterly installment due. 

Utilities’ affidavit due. 


March 10—— 
Liquor report by out-of-state vendors 
due. 
March 15—— 


Carriers’ gasoline tax report due. 
Manufacturers’ and importers’ alcoholic 
beverage report due. 
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March 25—— 
Dealers’ gasoline tax report and payment 
due. 
Fuel users’ tax report and payment due. 


NEW HAMPSHIRE 
March 1 


Insurance companies’ premiums tax re- 
port due. 


March 10—— 


Manufacturers’, wholesalers’ and importers’ 
alcoholic beverage report due; whole- 
salers’ payment due. 

March 15—— 


Personal income tax return due. 
Use fuel tax report and payment due. 


March 31 
Motor carriers’ registration and fee due. 


Motor fuel report and tax due. 
Motor vehicle registration and fee due. 








NEW JERSEY 
March 1 


Insurance companies’ (except marine) re- 
port due. 
Railroad companies’ property tax report 
due. 
March 10—— 


Busses (interstate) report and excise tax 
due. 


Jitneys (municipal) gross receipts report 
and tax due. 


March 20—— 


Alcoholic beverage retail consumption 
and retail distribution licensees’ report 
and tax due. 

Cigarette distributors’ 
payment due. 

March 25—— 

Busses (municipal) gross receipts report 

and tax due. 
March 30—— 
Carriers’ gasoline tax report due. 


March 31 


Distributors’ gasoline report and payment 
due. 





tax report and 





NEW MEXICO 
March 1 


Insurance companies’ premiums tax report 
and payment due. 

Property tax return due (last day). 

Railroads’ gross earnings tax on private 
car lines due. 
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March 2—— 
Motor vehicle registration fee due. 


March 15—— 
Franchise tax report due. 
Occupational gross income 
and payment due. 
Oil and gas conservation report due. 
Severance tax and report due. 


March 20—— 
Motor carriers’ report and tax due. 
Pipe line operators’ license tax due. 
March 25—— 
Gasoline tax report and payment due. 


Use or compensating report and pay- 
ment due. 


tax report 


NEW YORK 
March 1 

Insurance companies’ annual premiums 
report due. 

Real estate and cooperative agricultural 
corporations’ franchise tax report and 
payment due. 

Transport and transmission companies’ 
primary tax report and payment due 
(last day). 


March 20—— 
Alcoholic beverage tax and report due. 


March 25—— 
Conduit companies’ tax and report due. 
New York City public utility excise re- 
turn and payment due. 
Public utility additional tax and return 
due. 


March 31 
Gasoline tax report and payment due. 








NORTH CAROLINA 
March 1 
Firemen’s Relief Fund tax report due. 


Freight car lines’ tax report and payment 
due. 


March 10—— 
Carriers’ gasoline tax report and payment 
due. 
Distributors and bottlers of unfortified 
wines, report and payment due. 
Railroads’ alcoholic beverage report due. 


March 15—— 

Firemen’s Relief Fund tax due (last day). 

Gift tax report and payment due. 

Income tax return, information return 
and first installment due. 

Information return by corporations for 
intangibles tax purposes due. 

Insurance companies’ gross premiums 
report and tax due. 
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Intangible personal property report and 
tax due. 

Sales tax report and payment due. 

Spirituous liquor tax due. 

Use tax report and payment due. 


March 20—— 


Distributors’ gasoline tax report and pay- 
ment due. 
Use fuel tax report and payment due. 


March 31—— 


Railroad companies’ 
due. 


utility tax report 


NORTH DAKOTA 
March 1 


Car line, express and air transportation 
property tax due (last day). 

Insurance companies’ premiums tax re- 
port and payment due. 

Mineral rights excise tax semiannual in- 
stallment delinquent. 

Personal property tax delinquent. 

Real property tax semiannual installment 
delinquent. 

Rural electric cooperatives’ tax delinquent. 


March 10—— 
Cigarette distributors’ report due. 
March 15—— 


Banks’ and trust companies’ income tax 
return due. 

Beer tax report and payment due. 

Gasoline tax report and payment due. 

Income tax return, information return 
and first installment due. 

Interstate motor carriers’ tax due. 


March 25—— 
Use fuel tax report and payment due. 





OHIO 
March 1 


Foreign insurance companies’ premiums 
tax first installment due. 

Insurance companies’ premiums tax re- 
port due (last day). 

Utilities’ (except sleeping car, freight line 





and é¢quipment corporations) return 
due. 
March 10-—— 


Cigarette wholesalers’ report due. 
Classes “A” and “B” permittees’ alcoholic 
beverage report due. 


Second Monday: 


Bank share tax report due. 

Dealers in intangibles, report due. 

Financial institutions’ report of deposits 
due (last day). 


State Tax Calendar 





March 15—— °* 

Columbus income tax return, balance of 
previous year’s tax and first quarter of 
next year’s estimated tax due. 

Cigarette use tax and report due. 

Toledo income tax return, balance of 
previous year’s tax and first quarter of 
next year’s estimated tax due. 

March 20—— 

Dealers’ gasoline tax report due. 
March 30—— 

Carriers’ gasoline tax report due. 
March 31 

Foreign corporations’ annual statement 
due. ; 

Franchise tax report due (last day). 

Gasoline tax due. 

Grain handling tax semiannual install- 
ment due. 

Intangible and tangible personal property 
tax semiannual installment due. 

Property tax return due (last day). 





OKLAHOMA 
March 1 


Annual labor report due. 


March 5—— 


Operators’ report of mines other than 
coal mines due. 


March 10—— 
Airports’ gross receipts report and tax 
due. 
Alcoholic beverage report and payment 
due. 
Cigarette wholesalers’, retailers’ and vend- 
ing machine owners’ report due. 


March 15—— 

Carriers’ mileage tax report and payment 
due. 

Dealers’, retailers’ and carriers’ gasoline 
tax report due. 

Gift tax and return due. 

Income tax return and first installment 
due. 

Intangible personal 
(last day). 

Personal property tax return due. 

Railroads’ and public service companies’ 
return due. 

Sales tax report and payment due. 

Tobacco wholesalers’, jobbers’ and ware- 
housemen’s report due. 


March 20—— 
Carriers’ use fuel tax report due. 
Coal mine operators’ report due. 
Distributors of gasoline and purchasers 
of imported gasoline, tax report and 
payment due. 





property list due 
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Rural electric cooperatives’ property tax 
return and payment due. 

Use fuel tax report and payment due. 

Use tax report and payment due. 


March 31 


Oil, gas and mineral gross production 
report and payment due. 





OREGON 
March 1 
Insurance companies’ premiums tax re- 
port due. 
Property tax return delinquent after this 
date. 


March 10—— 
Oil production tax report and payment 
due. 
March 15—— 


Class I railroad, Class A electric and 
telephone, telegraph and sleeping car 
companies’ property tax return due. 


March 20—— 


Alcoholic beverage tax report and pay- 
ment due. 

Motor carriers’ report and tax due. 

Use fuel tax report and payment due. 


March 25—— 


Gasoline tax report and payment due. 





PENNSYLVANIA 
March 10—— 
Importers of spirituous and vinous liquors, 
report due. 
Malt beverage report due. 
Soft drinks tax report due. 


March 15—— 

Capital stock tax return and payment 
due. 

Corporate loans tax return and payment 
due. 

Corporation bonus report and payment 
due. 

Employers’ return of tax withheld at 
source under Philadelphia income tax 
due. 

Franchise tax report and payment due. 

Insurance companies’ premiums tax re- 
port and payment due. 

Manufacturers’ alcoholic beverage tax re- 
port and payment due. 

Philadelphia income tax return and pay- 
ment due. 

Philadelphia, Pittsburgh mercantile li- 
cense tax return and payment due. 
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March 31 
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Gasoline tax report and payment due. 
Use fuel tax report and payment due. 


RHODE ISLAND 
March 10—— 


Manufacturers’ alcoholic beverage report 
due. 


March 15—— 
Gasoline tax report and payment due. 


March 20—— 


Sales and use tax return and payment 
due. 


SOUTH CAROLINA 





March 1 


Alcoholic beverage wholesalers’ report of 
alcoholic beverages received due. 

Insurance companies’ premiums tax re- 
port and payment due. 

Personal property tax return due. 


March 10—— 


Admissions tax report and payment due. 

Alcoholic beverage wholesalers’ and re- 
tailers’ report of alcoholic beverage 
sales and additional tax due. 

Power tax return and payment due (last 
day). 


March 15—— 


Income tax return, information return 
and first installment due. 


March 20—— 


Dealers’ fuel oil report due. 

Gasoline tax report and payment due. 

Users of fuel oil, tax return and payment 
due. 


SOUTH DAKOTA 


March 1—— 


Insurance companies’ annual report and 
payment due (last day). 
Motor carriers of passengers, tax due. 


March 10—— 


Interstate motor carriers’ report and tax 
due. 


March 15—— 


Alcoholic beverage sales report due. 

Carriers’ and retail airplane fuel vendors’ 
gasoline tax report due. 

Carriers’ use fuel tax report due. 

Dealers’ gasoline tax due. 

Use fuel tax report and payment due. 
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March 20—— 
Passenger mileage tax due. 


March 31 


Bank excise income tax return and first 
installment due. 


Gasoline dealers’ tax report due. 
Motor vehicle registration and fee due. 





TENNESSEE 
March 1 


Insurance companies’ premiums tax and 
report due. 


March 10—— 


Alcoholic beverage report due (last day). 
Barrel tax on beer due. 
Carriers’ gasoline tax report due. 


March 15 
Carriers of use fuel, report due. 
Gift tax report and payment due. 


Stocks and bonds income tax return and 
payment due. 








Users of fuel, report due. 


March 20—— 


Distributors’ gasoline tax report and pay- 
ment due. 


Liquid carbonic acid gas tax due. 
Oil production tax report and payment 


due. 
Sales and use tax report and payment 
due. 
TEXAS 
March 1 





Insurance companies’ premiums tax report 
and payment due. 


Public utilities’ 
due. 

March 15—— 
Franchise tax report due (last day). 
Oleomargarine dealers’ report and tax 

due. 

March 20.— 

Carriers’ motor fuel tax report due. 

Motor fuel tax report and payment due. 

Users of liquefied gases and liquid fuel, 
tax report and payment due. 

March 25—— 


Carbon black production tax report and 
payment due. 

Cement distributors’ tax report and pay- 
ment due. 


intangibles tax report 


State Tax Calendar 


Natural gas production tax report and 
payment due. 

Prizes and awards of theaters, tax report 
and payment due. 





March 30—— 
Oil production tax report and payment 
due. 
UTAH 
March 1 
Insurance companies’ premium tax re- 
port due. 


Salt Lake City occupation tax return and 
payment due. 


March 10—— 
Carriers’ use fuel tax report due. 
Liquor licensees’ report due. 


March 15—— 


Excise (income) tax return and first in- 
stallment due. 


Individual income tax return and pay- 
ment due. 


Sales tax return and payment due. 
Use fuel tax report and payment due. 
Use tax return and payment due. 


March 25—— 
Carriers’ gasoline tax report due. 


Distributors’ and retailers’ gasoline tax 
report and payment due. 


March 31 


Insurance companies’ premiums tax due. 





VERMONT 
March 1 


Corporations’ annual report due. 





March 10—— 


Alcoholic beverage tax report and pay- 
ment due. 


March 15—— 
Electric light and power companies’ re- 
port and tax due. 
Personal income tax, or first installment, 
and return due. 


Telephone company gross. operating 
revenue report and tax due. 
March 31 





Foreign corporations’ certificate to do 
business expires. 
Gasoline tax report and payment due. 


Motor vehicle registration and fee due. 
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VIRGINIA 


March 1 


Certified motor carriers’ property tax re- 





turn due. 
Corporations’ annual registration fee due. 
Franchise tax due. 
Insurance companies’ premiums tax re- 
turn due. 


March 10—— 


Beer dealers’, bottlers’ and manufacturers’ 
report due. 
Warehousemen’s tobacco tax due. 


March 15—— 


Gift tax and return due. 


March 20—— 


Carriers’ gasoline tax report due. 
Dealers’ and resellers’ use fuel tax report 
and payment due. 


March 31 


Gasoline tax report and payment due. 
Use fuel tax report and payment due. 





WASHINGTON 
March 1 
Insurance gross premiums tax due. 


March 10—— 


Brewers and manufacturers 
products, report due. 


March 15—— 


Butter substitutes report and 
due. 

Gift tax and return due. 

Gross income tax return and payment due. 

Public utilities’ gross operating tax re- 
port and payment due. 

Public utilities’ property tax return due. 

Sales tax report and payment due. 

Use tax report and payment due. 

Wholesalers’ cigarette drop shipment re- 
port due. 


March 20—— 


Use fuel tax report and payment due. 


March 25—— 
Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 





of malt 


payment 


WEST VIRGINIA 
March 1 
Insurance companies’ premiums tax re- 
port and payment due. 
March 10—— 
Alcoholic beverage tax report and pay- 
ment due. 
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March 15 
Cigarette use tax report and payment 
due. 
Sales tax report and payment due 
March 30—— 








Gasoline tax report and payment due. 











WISCONSIN 
March 1 











Electric cooperative associations’ tax re- 
port due. 
Insurance companies’ premiums tax re- 
port and payment due. 
Telephone companies’ gross receipts report 
and tax due. 
March 10—— 
Alcoholic beverage tax report due. 
Cigarette wholesalers’ and manufacturers’ 
report due. 
March 15—— 


Income tax return, information return 
and first installment due. 


Privilege dividend tax report and pay- 
ment for corporations on calendar year 
basis due. 


March 20 
Gasoline tax report and payment due. 


March 31 


Common and contract motor carrier re- 
port due. 








WYOMING 





March 1 


Express companies’ gross receipts tax re- 
port due. 


Insurance companies’ premiums tax re- 
port due (last day). 


Mileage statement of car companies due. 
Mileage statement of railroads due. 


March 10—— 
Carriers’ gasoline tax report due. 


March 15—— 
Dealers’ gasoline tax report due. 
Motor carriers’ tax and report due. 
Sales tax report and payment due. 
Use tax report and payment due. 
Wholesalers’ gasoline tax report and pay- 
ment due. 


March 30 


Insurance companies’ premiums tax due 
(last day). 
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Federal Tax Calendar 





March 15 


Income tax returns due for calendar year 
1948 unless previously filed. Forms 
1040 and 1040A (individuals), 1041 
(fiduciaries), 1065 (partnerships) and 
1120 (corporations). 





Declarations by individuals other than 
farmers of estimated tax for the cal- 
endar year 1949 are due if the require- 
ments of Code Section 58(a) necessitating 
the filing of a declaration are met on 
or before March 1. The first install- 
ment of estimated tax must be paid 
when declaration is filed. Form 
1040-ES. 


Due date of last returns for calendar year 
decedents and fiscal year decedents not 
entitled to file joint returns who died in 
1948. Forms 1040 and 1040A. 

Last day to file gift tax returns and to 
pay the tax if gift of more than $3,000 
was made in the calendar year 1948 to 
any one person. (Code Section 1006.) 
Exclusion of $3,000 is not applicable to 
gifts of future interests. (Code Section 
1003(b)(3).) Form 709 (revised Oc- 
tober, 1948). 


Employers who withheld over $100 on 
wages during February pay amount 
withheld to authorized depositary. 

Due date of annual return of tax with- 
held at the source under Code Sections 
143 (tax-free covenant bonds, nonresi- 
dent aliens and nonresident foreign 
partnerships) and 144 (nonresident for- 
eign corporations). Forms 1013, 1042 
and 1042B. 

Due date, by general extension, of returns 
for year ending September 30 in the 
case of (1) foreign partnerships; (2) 
foreign corporations which maintain 
offices or places of business in the 


United States; (3) domestic corpora- 


tions which transact their business and 
keep their records and books of ac- 
counts abroad; (4) domestic corpora- 
tions whose principal income is from 
sources within the possessions of the 
United States; and (5) American citi- 
zens residing or traveling abroad, in- 
cluding persons in the military or naval 
service on duty outside the United 
States. Forms: (1) Form 1065, (2)-(4) 
Form 1120; (5) Form 1040. 


Due date, by general extension, of non- 
taxable returns for fiscal year ending 
October 31 in the case of fiduciaries for 
estates and trusts, but not returns of 
beneficiaries or other distributees of such 
estates or trusts. 


Monthly information returns of stockhold- 
ers and of officers and directors of for- 
eign personal holding companies due. 


Due date for delivery to local collector 
of internal revenue, by stamp depositaries 
of the United States, of requisitions 
for all stamps purchased during the 
preceding month, with statement show- 
ing stamps on hand at beginning and 
end of such month and stamps sold 
during that month. Payment also due 
for proceeds of sales of stamps sold 
during preceding month. 


Returns of stamp account by brokers, deal- 
ers in securities, etc., due for preceding 
month. Form 828. 


March 31 


Last day for calendar year taxpayers to 
file applications to change method of 
accounting and basis upon which 1949 
return is made. (Regulations 111, Sec- 
tion 29.41-2.) 

Returns for excise taxes due for preceding 
month. Forms 726, 727, 728, 728(a), 
729, 932. 
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